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BOOK REVIEWS 


Fundamental Principles of Accounting 


3y C. A. Moyer and H. T. Scovill. 
JOHN WiLEY & Sons, INnc., New York, 
1954. Pages: 631; $6.00. 


This new book on the basic principles 
of accounting is intended as a_ first-year 
text in that subject. Is it a good book? 
Tes: it 18° in & it’s very good. It is 
written in good business English. It pro- 
ceeds from the simple to the complex 
smoothly and naturally, starting with a 
single trading proprietorship, then proceed- 
ing to a trading partnership and a trading 
corporation, and ending with a glimpse of 
the adaptability of accounting to other phases 
of our business and economic life, e.g., 
Manufacturing (Cost) Accounting, Govern- 
ment Accounting, Budgeting, etc. The aim 
throughout the book has been to emphasize 
the bedrock principles, and to show how 
adaptive these principles are to the needs 
of our expanding economic life with its 
ever larger and larger business units. By 
way of illustration of this point, the sub- 
jects of Branch Accounting and Accounting 
for Multiple Departments are discussed. 
The authors have not failed to emphasize 
throughout that the purpose of collecting 
financial and cost data, and summarizing 
it in statement forms, is to help man 
ment, owners, and others appraise the 
progress of the business and to diagnose 
its financial condition. 

Each chapter is followed by pertinent 
questions and problems. There is in prepara- 
tion a “Workbook for Problems” to accom- 
pany the text: it will contain the necessary 
journal, ledger paper, ete. In addition, an 
“Tlustrative Problem” is being prepared for 
use during the study of the second half of 
the book. Actual business forms and books 
of account will be simulated in this problem. 
This wedding of practice to theory, as 
expounded by Professors Moyer — and 
Scovill,—each of whom, by the way, has 
over twenty years of teaching experience 
behind him—guarantees a solid grounding 
in accounting fundamentals to the first vear 
student. 

Russet, G. Davy 
New York University 


Guidebook to New York State Income 
Taxes on Individuals, Partnerships, and 
Fiduciaries 


By Samuel M. Monatt. CoMMERCE CLEAR- 
ING Housk, Chicago, IIL, 1954. Pages 
258; $5.00. 


This tax guidebook answers a great need 
of long standing for a guidebook to New 
York State Income Taxes, similar to J. kK. 
Lasser’s guidebook to U. S. Income Taxes 
on Individuals. As such, it can be very 
useful to individuals, partnerships, and 


(Continued on page 222) 
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ompare the fully automatic all-purpose 
nderwood Sundstrand Model E with any 
her accounting machine in its price class! 
There’s nothing simpler! There’s 
ing speedier! There’s nothing more 
omatic! 

That’s why it is so fast, so flexible! 
With the Model E you can handle any 
all of your accounting jobs. 

It allows rapid-fire form insertion... 
gh gear keyboard operation . . . “‘quick as 
fash” form handling. 
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for all phases of your accounting 
.»e the low-cost Underwood Sundstrand Model E 


The famous touch-operated 10-key key- 
board is exclusive with Underwood Sund- 
strand Accounting Machines! 


So get your best buy in low-cost account- 
ing machines...the Underwood Sund- 
strand Model E! 

See it demonstrated! Mail coupon or call 
your Underwood Accounting Machine Rep- 
resentative today. You’llfind him listed in the 
classified pages of your telephone directory. 
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: Underwood Sundstrand Model E Machine. 
e 
nderwood Corporation e (©) 1 would like to have a demonstration. 
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1% Per Year 
2 Savings Dividend 


ON FUNDS 
WHICH MAY 
NOW BE 
LYING IDLE 


CORPORATION OFFICERS often look for 
places where they can invest surplus 
funds, trustee funds, funds for deprecia- 
tion, self-insurance funds, reserves for 
taxes, lease deposits, etc. 

A NINTH FEDERAL Corporate Fund 
Account provides security of principal, 
availability and reasonable return. (Sav- 
ings dividend at 24% per year, cred- 
ited semi-annually.) To conserve divi- 
dends, passbook loans are available. Up 
to $10,000 insurance per account by 
Federal Savings and Loan Insurance Cor- 
poration. As many accounts as desired 
may be fully insured if held in trust for 
different beneficiaries. For example: 
lease deposits held in trust for tenants. 
DESCRIPTIVE FOLDER CP-3 is waiting for you. Phone 


or write Edgar R. Tostevin, Vice-President, or visit 
either of our two convenient Savings Centers. 


RESOURCES 
OVER 
a INTH LS $60,000,000 
FEDERAL SAVINGS | i 
_AND-LOAN ASSOCIATION 














_AT TIMES SQ. RACING UN. > 
1457 B'WAY. aut Ave.—45th St. 
. ,Hours—9 to 3 . Mad ed — 
Friday 9 to 6 Wednesday 9 407" 
\ oe WISCONSIN 7.9120, 


Book Reviews 
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fiduciaries in making out their own tax re. 
turns, as well as to professional accountants 

“One picture is worth a thousand words,” 
This book has illustrations of filled-out tax 
forms for all of the following: 


Form 101—Certificate of Taxpayer Claim- 
ing Residence. 

Form 102—Report of Tax Withheld at 
Source. 

Form 103—Report of Tax Withheld at 
Source—Summary. 

Form 105—Report of Information a 
Source. 

Form 106—Annual Summary and Letter 
of Transmittal. 

Form 200—Optional N. Y. State Resident 
Return. 

Form 201—N. Y. State Resident Return, 

Form 202—Unincorporated Business Tax 
Return. 

Form 203—Non-Resident Return. 

Form 204—Partnership Return. 

Form 204A—Apportionment of Net In- 
come and Net Capital Gain (or Loss) 
of Partnership Having a Non-Resident 
Member and Carrying on Business Both 
Within and Without the State. 

Form 205—Fiduciary Return. 

Form 205A—Apportionment of Income 
for Non-Resident Beneficiary. 

Form 207—Farm Schedule of Income and 
Expenses. 

Form IT-115—Notice of Change in Net 
Income by U. S. Treasury Department. 





Each specimen return is discussed in de- 
tail following the reproduction of the return 
and, superimposed upon the returns, are the 
numbers of the relevant paragraphs in the 
text. Within these paragraphs, reference is 
made to the New York State Law and 
Regulations and, also, to the Internal 
Revenue Code or Regulations 118, whenever 
a federal analogy exists. Not only is a 
cross reference to the federal Code made 
by paragraph and section number, but the 
New York State treatment is compared 
with the federal treatment for each item ot 
the instructions. This is an inv aluable 
service, especially where there are differences 
between the two. Also given is a 1954 State 

Tax Calendar, and a Comparison of Income 
and Deductions for State and Federal In- 
come Taxes. 

This guidebook is lucidly written. The 
type is large and stands out clearly from 
the white paper stock, making for facile 
reading. A superlative job. 


Russett G. Davy 
New York University 


— 





Give To American Cancer Society! 
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Design for Decision 


By Irwin D. J. Bross. THe MacMILLAn 
CompANY, New York, 1953. Pages: 276; 
$4.25 

Statement on Auditing Procedure No. 1 


(of the American Institute of Account: ants ) 
says this: “. .. the extent of sampling and 
testing should be based upon the independ- 


ent auditor’s judgment as to the effectiveness 
of internal control, arrived at as the result 
of investigations, tests, and inquiries.” To 
what extent should the independent auditor 
in forming his opinions rely upon “investiga- 
tions, tests, and inquiries ee Meaningful an- 
swers to this question are given in Design 
for Deciston. This book is a down-to-earth, 
readable explanation of statistical decision- 


making that deserves to be widely read by 
accountants. 
In the work of the accountant, is the 


process of inference more intuitive than ob- 
jective? The thoughtful accountant-reader 
will develop new ideas on this subject as he 
compares the attitudes that have grown out 
of his personal experience with statisticians’ 
notions of the process of inference (“the 
procedure for going from a sample [data] 
and structural knowledge [model] to a 
statement”). There are discussions of how 
bias (both prejudicial and non-prejudicial) 
affects the reliability of data and thus the 
inferences drawn from it. 

The author gives as the three basic com- 
ponents of astute decision-making: (1) a 
Prediction System that deals with alterna- 
tive futures, (2) a Value System that han- 
dles various conflicting purposes, and (3) 
Decision Criterion that integrates the other 
two components and selects an appropriate 
action. Accountancy’s primary concern is 
with profit-determination (through cost-rev- 
enue matching) and the arraying of histori- 
cal-cost residuals as a “snapshot”,of financial 
position. But the impact of future events 
upon today’s accounting measurements is 
perhaps greater than we realize. The im- 
plications of the decision-making procedure 
that Bross outlines will be an eye-opener in 
this respect. 

Although this book is written for a gen- 
eral audience, you cannot read it and fail to 
obtain a broader conception of what “ob- 
jectivity” means from the standpoint of the 
wee ant. You will have a clearer notion 
of what constitutes the scope and force of 
the “auditor’s judgment”. Also, this hors 
@oeuvre is likely to whet your appetite for 
a heavier helping of Statistical theory and its 
potential uses for arriving at solutions to 
accountancy’s problems. 

CoLin PARK 
The University of Buffalo 
Buffalo, New York 
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accounts receivable will provide 
additional operating cash for 
your clients’ business through 
a low-cost Public National 
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cz accounts 


LOAN 


Simple, Economical — 
Provides Cash Promptly 





This helpful non-notification method 
of financing is available to manufac- 
turers, jobbers and wholesalers. Ap- 
plicants need not be depositors. Com- 
municate with our Accounts Receiv- 
able Loan Department for details. 


The Public 
National Bank 


and Trust Company of New York 


37 Broad Street, New York 15, N.Y. 
Telephone: HAnover 2-9000 


26 Conveniently located Offices throughout 
Manhattan, Bronx, Brooklyn. 


Loull ike the way PUBLIC NATIONAL does business 
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use additional Working Capital 
in their business 
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Service Factors Company 


450 7th Avenue M. Jolles 
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serving your clients over 20 years 
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Pricing and Estimating Methods for the 
Boxboard Container Industry 


Elliott, C.P.A., Haywoop 
ILLINots, Chi- 


y Norman J. 
i UBLISHING COMPANY OF 
cago, Ill. 44 p. $5.00. 


This is an integrated reprinting of a 
series of articles which originally appeared 


in the trade _ publication, Boxboard Con- 
tainers. It will unquestionably become a 
standard reference guide for pricing and 


estimating by manufacturers of setup paper 
boxes, folding cartons, corrugated boxes 
and paper tubes. Mr. Elliott wisely and ad- 
vantageously makes considerable use of il- 
lustrative form and chart materials along- 
side of descriptive text, facilitating visuali- 
zation and grasp of the suggested techniques. 

After a brief introduction into cost ac- 
counting concepts, the author reviews cost 
rate-setting procedures, the use of budgets, 
time-cost relationships and production stand- 
ards. The basic principles for the setting of 
machine-hour rates which he applies to the 
boxboard industry may be used profitably in 
other manufacturing activities. It may be 
noted that the production methods in_ the 
boxboard industry are similar to those used 
in the graphic arts and allied fields. The 
relative effectiveness of a fixed and flexible 


budget is described, the latter defined as “a | 


number of related parallel budgets prepared 
on a comparative basis for a series of sig- 
nificant changes in the production or sales 
level of an organization”. The discussion of 
comparative hourly rates at varying capacity 
levels introduces a dynamic extra-dimen- 
sional quality to the subject of pricing and 
estimating. The separate chapters which 
deal with “Estimating Setup Paper Box 
Costs”, “Estimating Folding Carton Costs” 
and “Estimating Corrugated Box Costs” 
contain a synthesis of expert guidance, the 
result of extensive experience in these fields. 

This compilation primarily directed to the 
attention of people in the industry may be 
studied beneficially by any cost-conscious 
person who agrees with the author that 
“pricing your product without knowing its 
cost is an exercise in faith and chance. 


SIDNEY BLUMENBERG 
New York, N. Y. 


Forms Control: A Management Tool to 
Cut Clerical Costs 
3y N. O. Couvillon. BuREAU oF BUSINESS 
Practice, New London, Conn., 1933 
Pages: 19; $.50 (minimum order, $1.00; 
special quantity discounts available.) 


This little booklet indicates how manage- 
ment can cut down its paperwork, thus cof- 
serving time, manpower and money. 
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Make You ‘pick and shovel” work pay! 


Turn the routine figure tabulation on 
your accounts into a real profit by turn- 
ing the job over to R & S. The cost of 
this service is trifling, the figures fast 
and accurate. 

You'll be freer to pick up more busi- 
ness and you'll be able to handle more 
and more accounts profitably with R&S 
doing your “pick and shovel” work! 


j 





Punched card and manual tabulation. Tax 
reports — accounting reports of all types 
R&S is your service bureau for ’live’ facts. 
Write Dept. CP] for the R & S service booklet, 
“Bring Your Figures up to Date” 


RECORDING & STATISTICAL CORPORATION 


your service bureau for ‘live’ facts 
100 Sixth Avenue - New York 13, N. Y. 
WOrth 6-2700 
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BINDERS 


for 
CURRENT ISSUES 
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$2.75 
(Plus New York City Sales Tax—8¢) 
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gold stamped 
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Available at the Office of the Society 
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Are fixed assets 
“things” or 
accounting entries ? 


@ Management’s responsibility 
to its stockholders for property 
accountability, protection and 
control requires a provable per- 
petual inventory of the property 
items recording their description, 
location, cost, and value. 


American Appraisal Service will 
assist management in preparing 
and maintaining such a record. 


The AMERICAN 


APPRAISAL 
Company 


Over Fifty Years of Service 
OFFICES IN PRINCIPAL CITIES 





























JOHN R. BLADES | 
INSURANCE ADVISER 
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Complete Surveys of 





Corporate Insurance Affairs 


No Insurance Sold 


744 BROAD STREET NEWARK 2, N. J. 
Established 1926 
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{|_aN ADIRONDACK view | 


stardust; let’s 





Sawdust, no, not 
keep our feet on the ground even 
though our wagons are hitched to the 
stars. Have you traveled through Ver- 
mont or the Lake George approach to 
the Adirondacks lately? At a speed 
low enough so you could observe the 
country Then have 
those huge piles of woodworking, ma- 
called 


side ? you seen 
chine tool cuttings commonly, 


sawdust. 


It’s not dust at all. 
better the saws get, the 
the cuttings. If they were metals, they 
would probably get fed back into the 


The bigger and 


bigger grow 


melting pot. 


So a fortune awaits you—if you can 
stuff and get it 
Can't vou make it 


find a way to use the 
off the landscape. 
into a plastic for shoe 
you mix it with tar and black-top roads 
and fill road-holes with it ? 


soles? Can't 


Well, it’s your problem, all we can 
do besides our accounting, and our 
hard life in the mountains, is hatch the 
Perhaps there is a way to add 
and solve 


idea. 
artificial flavoring, roast it 
the super-problem of 1954—the coffee 
problem. 





LEONARD HovucutTon, C.P.A. 


“Adirondack Chapter” 
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w | Reminder of 
| 1954. PrizE Essay CONTEST! 
ets 
Coen The Board of Directors of the Society has authorized the 
to the Committee on Publications to conduct a prize essay contest 
Bh (1) among seniors and graduate students majoring in ac- 
sad countancy, duly enrolled in the colleges of New York State 
speed for at least one semester (or quarter) between September 1, 
ve the 1953, and June 30, 1954, and (2) among non-certified 
—< members of the staff of any New York State office of CPA 
; firms engaged in the public practice of accountancy. The 
called article may cover any topic in the field of accounting and/or 
auditing. 
rand In each of these classes, prizes in the amount of $100 for the 
TOW best article and $50 for the second best article are offered. 
, they In addition, the two winners in each class and any others 
to. the submitting papers worthy of honorable mention will receive 
a one-year subscription to The New York Certified Public 
Accountant. 
Mu Can 
get it The General Rules of the Contest are as follows: 
ake it All papers shall be original, and the manuscript shall be typed 
Can't in duplicate on 814 x 11 stationery on one side, double-or 
roads triple-space typing, and shall not be more than 6,000 words in 
length. Each contestant shall indicate the exact number of words 
in his paper at the end thereof. 
e can . 
1 our The name of the individual submitting a paper shall not appear 
~h the thereon, nor should there be any other means of identifying the 
aa manuscript, which should be submitted in duplicate, accom- 
panied by a covering letter giving the contestant’s name and 
sok address and all other information required to show conformity 
comree by the contestant with the terms, rules and conditions of the 
contest. When submitted to the judges, each manuscript will be 
given a key number for identification. 
Px * 
Manuscripts should be forwarded to The Managing Editor of 
The New York Certified Public Accountant, 677 Fifth Avenue, 
New York 22, N. Y., on or before June 15, 1954. Awards will 
be announced as soon thereafter as possible. 
— > 
7 All papers submitted shall become the property of the New York 
GINEERS State Society of Certified Public Accountants and shall be 
y available for publication in The, New York Certified Public 
pee Accountant. The decision of the judges shall be final as to what i 
TICAGO, papers, if any, may be entitled to prizes or which of the prize- 
aie winning papers, if any, will be published. 
Apri — ——— 











1954 When writing to advertiser kindly mention THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT. 237 








BUSINESS AND PERSONNEL} BUS 
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Help W mated: 4 108 a oan Minimuin $5.0, 
ya Situations ant a word, mini 
B 6) @) i K E E P E RS S Business Geematenition: 15¢a word, aint Ge 
Box number, if used, counts as three words, : 
Closing Date—15th of month preceding date oj C.P.A 


UNLIMITED i cr 








— ——____-——— =e nad 
er ens "4 HELP WANTED Bat 
PN C*AGENCY ——— Ff or as 
Comptroller, for rapidly expanding chain of & object 
supermarkets in N.Y.C. Applicant must & tion. 
have thorough knowledge of and experience f — > 
in retail inventory, inventory control, gross F , E: 
> ol als bh © y bls By profit variations, and departmental profit B >!US 
DIRECTED BY A C.P. A. and loss statements. Retail food experience | Book 
preferable, but closely related experience 
. . , acceptable. Submit full details of experi. B5Y © 
RESPONSIBLE ence, education, 9d requirements. Box — ve 
ite E i ees 694, New York C.P.A 
EX PEKIENCED= 3 ee eee ave = 
. BUSINESS OPPORTUNITIES 
SROROR .@ .@ on op ae One ee ame 
M: ul and Telephone Service: Desk provided B >Pe“ 
PERSONNEL for interviewing. $6.00 per month. Direc- hoenet 
tory Listing. Modern Business Service, 505 B &" 
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Some Observations on the Direct Cost 


Method 


By Joun B. Inctis, C.P.A. 


The author of this paper doubts that the Direct Cost method will 
accomplish the near-miracles its advocates sometimes claim for it. 
After pointing out its weaknesses, he indicates the advantages 
attributed to the orthodox absorption method of cost accounting. 
He evaluates the Direct Cost method in the light of ARB #29, 
and concludes that it is neither a generally accepted accounting 
principle nor generally acceptable to the Treasury Department for 
the purpose of computing inventories used in determining taxable 
income. 


M® JoNATHAN Harris and others 
have written extensively about 
the principles of direct costing so it is 
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unnecessary for me to explain them 
here. There is nothing I wish to add 
from the point of view of the applica- 
tion of direct costing for management 
purposes. In fact I will not take issue 
with the method if it is the kind of 
cost application a management thinks 
it needs for its own use to enable it 
to make money for its stockholders. 
There are many kinds of cost systems 
which managements find useful, and 
the costs derived thereunder include 
overhead in varying degrees. 

The current interest in direct costing 
is surprising in view of what appears 
to be a rather limited use of the tech- 
nique, even for internal purposes, as 
indicated in N.A.C.A. Bulletin 23, 
issued in April, 1953. Apparently 
even fewer companies use it in their 
published financial accounts. Never- 
theless it has been discussed widely 
in recent months, at the latest 
N.A.C.A annual conference in Los 
Angeles, at the American Institute of 
Accountants annual meeting in Chi- 
cago, and elsewhere. 
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It seems improbable that all this 
interest and discussion indicates we 
are on the verge of adopting brand 
new accounting principles, for such 
principles are developed slowly as their 
usefulness is demonstrated. Could it 
be a matter of simplicity versus sig- 
nificance? If the proponents of direct 
costing are right, we accountants have 
served our economy badly in accepting 
the accounting principles which have 
been so widely applied by industry 
over so many years. I don’t believe we 
have served industry so badly. More- 
over I doubt the direct cost method 
will accomplish the near-miracles the 
advocates sometimes claim for it. 
Those things just don’t happen in 
accounting. 

According to N.A.C.A. Research 
Bulletin 23, the earliest published 
description of direct costing was 
written by Mr. Harris and published 
in the N.A.C.A. Bulletin in January, 
1936. However, it appears there have 
been a few applications of the method 
going back at least as far as 1919. 
There has also been interest in the 
subject in Great Britain for many 
years. In view of the length of time 
the method has been known, its record 
of acceptance by industry is not im- 
pressive. On the other hand the LIFO 
principle has made rapid strides in 
recent years. According to the study 
of 600 companies made by the Ameri- 
can Institute of Accountants in 1952 
LIFO was in use by 183 companies. 
LIFO, of course, is aimed at charging 
current costs against current revenues 
and there is a certain parallel between 
it and the principle of direct costing. 
If, as now seems likely, the principle 
of LIFO or market, whichever is 
lower, wins acceptance for income tax 
purposes, the LIFO principle will no 
doubt be even more extensively ap- 
plied. Should that occur, discussion of 
direct costing, at least for financial 
accounting and tax purposes, may be- 
come academic. 


Some Points Against Direct Costing 


Before considering whether _ the 
principles of direct costing are in 
accordance with accepted accounting 
principles, I should like to advance a 
few thoughts against the principles of 
direct costing. 


1. The advocates of direct costing 
admit that under their system, over- 
head must still be allocated to products 
im some manner in order to determine 
full costs for purposes of long-range 
pricing policy. It might be argued that 
if full cost information is required 
anyway it might as well be a part of 
the general records rather than pre- 
pared on a memorandum basis. 


2. There is the practical difficulty 
of distinguishing between variable 
costs to be included in inventory and 
fixed costs to be charged direct to 
profit and loss in the period incurred. 
Many costs do not clearly fall into one 
category or the other and must be 
allocated on a somewhat arbitrary 
basis. Moreover, such allocation might 
be subject to managerial whim and 
inconsistency in application. 

3. Direct costing can be criticized 
in theory because it obviously does not 
give the full cost of the product. 
Moreover, all product costs are by 
nature similar, and the only justifica- 
tion for treating some costs differently 
from others would appear to be sim- 
plicity and practicality. One writer put 
it this way: 

“In spite of the admitted difficulties yf 
matching costs and revenues, it is hard to 
see how the fixed costs of manufacturing 
facilities can be excluded from inventories 
if profits are to be measured as the differ- 
ence between cost of making a product and 
the revenue obtained from it. This puts 
undue strain on the work cost.” 1 

Others have taken the position that 
direct costing does not solve, but 
avoids, the cost accounting problems 
brought on by fluctuating volume of 
production. 


1 John A. Beckitt, dn Appraisal of Direct Costing, N.A.C.A. Bulletin, December 1951. 
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Some Observations on the Direct Cost Method 


| wish to point out that LIFO, an 
accepted basis, while it often results 
in an extremely low carrying value for 
inventories, is nevertheless a_ cost 
basis. This can hardly be said of direct 
costing. 

4. The proponents of direct costing 
maintain that the method gives man- 
agement better information when con- 
sidering the advisability of adding 
products to the line, because the direct 
cash outlay involved is clearly set forth. 
Thus it is more easily understood, 
they say, that any amount of sales 
above the direct cost will apply against 
fixed overhead and thereby increase 
the overall profits. This seeming ad- 
vantage may be accompanied by a dan- 
ger, namely, that management will, in 
its natural desire for increased volume, 
be inclined to underprice products. In 
this regard, I noted from its annual 
published reports that the Dewey and 
Almy Chemical Company, which uses 
and advocates the direct cost principle 
and with which Mr. Harris was for 
many years associated, increased its 
sales from $12,600,000 in 1946 to 
$29,100,000 in 1952; however, despite 
this significant increase in volume, net 
profit in 1952 of $657,000 was actu- 
ally less than in 1946, when it was 
$720,000. Of course direct costing 
may have had no bearing on these 
operating results, but on the face of 
things there would seem to be cause 
for conjecture. 

In my opinion, there is danger in the 
idea, which is not new but seems to be 
popular at this time, that any addi- 
tional business which recovers some- 
thing more than direct costs is worth 
taking on. We sometimes hear that 
theory expressed in my profession of 
public accounting, and some go so far 
as to say that when your men are idle 
any income producing work they might 
do, even though it be at less than sal- 
ary cost, improves your profits to that 
extent. However, there are indications 
that any organization which allows its 
thinking to be too much influenced. in 
this direction may eventually find itself 
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with all marginal business and very 
little profit. 


5. The advocates of direct costing 
often give examples to prove that ab- 
sorption accounting gives distorted op- 
erating results when production and 
sales fluctuate. While there may be 
some merit in their argument, it would 
appear that the same could be said of 
direct costing in certain situations. An 
example would be an industry where 
through mechanization a major part 
of product costs were fixed. Or a com- 
pany which produces nine months of 
the year for seasunal sales in the re- 
maining three months. Again, if ship- 
ments were withheld owing to strikes 
in customers’ plants direct costing could 
not be applied. Moreover, if the guar- 
anteed annual wage becomes a reality, 
will this be treated as a fixed period 
cost? 

6. Again referring to the annual 
published reports of the Dewey and 
Almy Chemical Company, | note that 
the inventory basis is stated to be “not 
in excess of either cost or market.” 
This is vague and uninformative, and 
there is no accompanying note of ex- 
planation. The independent public ac- 
countant’s opinion contains no excep- 
tion, which would indicate that in this 
particular case the direct cost method 
has a relatively minor effect on the 
annual accounts. This assumption is 
borne out by a note in a recent Dewey 
and Almy prospectus which states that 
certain indirect factory overhead ex- 
penses having no significant relation 
to production volume have been ex- 
cluded in the valuation of inventories, 
but that their exclusion does not ma- 
terially affect either the balance sheets 
or the profit and loss statements. 

In view of the apparent minor effect 
of direct costing on the Dewey and 
Almy financial statements, I find my- 
self asking, “Why all this clamor about 
the benefits of direct costing?” I am 
forced to conclude that the principal 
benefits must be in the area of internal 
cost information. 

7. While the proponents claim that 
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direct costing makes for stability in 
profit reporting, it might be argued 
that it improperly equalizes periodic 
profits. 


The Case for the Absorption Method 
of Cost Accounting 


The absorption or full cost orthodox 
method of cost accounting has these 
advantages : 

1. It conforms to theoretical con- 
siderations in that it treats all product 
costs as being essentially of the same 
character. Moreover, full cost is a 
more definite concept than direct cost, 
and is less prone to arbitrary decisions 
and managerial whim than the latter. 

2. Absorption costing presents a 
problem only when production and 
sales fluctuate substantially from 
period to period. However, accepted 
and tested methods such as normal 
burden rates, budgets and forecasting 
are available to cushion the impact of 
such fluctuations. 

3. Opponents of absorption costing 
say that the method causes companies 
to report profits on the mere produc- 
tion of goods (by taking fixed costs 
into inventory), whereas in their opin- 
ion profits are properly derived only 
from sales. Nevertheless, it would 
seem that a good case can be made 
for showing favorable earnings in a 
period of building up inventory. Man- 
agement generally will not make some- 
thing it does not expect to sell, and if 
it cannot dispose of the stock the prin- 
ciple of reduction to market will take 
hold. The case for profit on produc- 
tion is further strengthened where the 
production is covered by sales orders. 

4. An absorption cost accounting 
system can be readily maintained in 
such a way as to show both direct costs 
and full costs. Thus far internal pur- 
poses the important advantages of both 
the direct cost and full cost methods 
are available to management, while the 
external reporting can continue on the 
basis presently accepted by the tax 
authorities, Securities and Exchange 
Commission, and the accounting pro- 
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fession. Many companies employing 
the LIFO basis for income tax and 
annual reporting purposes use another 
cost method for internal accounting 
purposes throughout the year. 

5. The study of variances which 
come to light in an absorption cost 
system may be tedious and difficult but 
often lead to conclusions of value to 
management. 


Direct Costing Method Evaluated 
in the Light of ARB 29 


As I have previously indicated, if a 
management wants to adopt direct cost- 
ing for internal accounting purposes 
after considering all the arguments that 
may be advanced against it, that is its 
decision. If, however, a company is 
considering adopting direct costing for 
inventory pricing and reporting income 
to stockholders, it must be considered 
from the point of view of generally 
accepted accounting principles, particu- 
larly American Institute of Account- 
ants Bulletin 29 on Inventory Pricing, 
issued in July 1947. 

I was a member of the committee 
that issued Accounting Research Bulle- 
tin 29. Its principal purpose was to 
narrow the area of differences in prac- 
tice in pricing inventories, particularly 
in write-downs to market. It estab- 
lished a floor below which inventories 
should not be written down. There is 
nothing in the committee’s correspond- 
ence about giving recognition in the 
Bulletin to direct costing, nor do I 
recall any discussion of it among the 
committee. It is evident, therefore, 
that at the time this Bulletin was con- 
sidered, direct costing was not re- 
garded as a serious question. On the 
other hand the Bulletin gives recogni- 
tion to the “‘first-in, first-out’, “‘aver- 
age” and “‘last-in, first-out” methods. 
It also recognizes that there should be 
considerable room for judgment in 
each individual situation and in deter- 
mining the allocation of overhead. 


It is now generally understood that 
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Some Observations on the Direct Cost Method 


“accounting is not essentially a process of 
valuation but the allocation of historical 
costs and revenues to the current and suc- 


” 9 


ceeding fiscal periods.” ? 


Recognition of this concept, which 
paralleled the shift in emphasis to the 
income statement, likewise offers the 
basic tenet for dealing with the subject 
of inventory pricing. Inventories are 
not deferred charges to cash but de- 
ferred charges to future income. The 
determination of income is now the 
more important objective in the pricing 
of inventories (excluding the excep- 
tional circumstances involving ques- 
tions of insolvency or liquidation) and 
in the pricing procedure the matter of 
valuation is a factor only as a limita- 
tion upon the result. 

Therefore, the amount at which an 
inventory is stated at any given date 
is not primarily a recognition of value, 
but is intended to measure the portion 
of the stream of costs incurred in 
acquiring and producing goods which 
can reasonably be applied to revenues 
of the future, with profit-making 
effect. It is a deliberate step in the 
matching of costs against revenues. 

This leads to a conclusion that the 
primary basis of stating inventories is 
cost, but only in the sense and to the 
extent that such cost is deemed to be 
properly allocable against revenues of 
ensuing periods. 

The following statements in Bulle- 
tin 29 have a bearing on the question 
of direct costing: 


Statement 2: 

“A major objective of accounting for 
inventories is the proper determination of 
income through the process of matching 
appropriate costs against revenues.” 

The discussion of Statement 2 in the 
sulletin includes this explanation: 

“In accounting for the goods in the in- 
ventory at any point of time, the major 
objective is the matching of appropriate 
costs against revenues in order that there 
may be a proper determination of the real- 


2“ Accounting Principles Underlying Corporate Financial Statements,” 


ized income. Thus, the inventory at any 
given date is in effect a residual amount 
remaining after the matching of absorbed 
costs with concurrent revenues. This resid- 
ual is appropriately carried to future 
periods provided it does not exceed an 
amount properly chargeable against the 
revenues expected to be obtained from 
ultimate disposition of the goods carried 
forward.” 


Statement 

“The primary basis of accounting for 
inventories is cost, which has been defined 
generally as the price paid or consideration 
given to acquire an asset. As applied to 
inventories, cost means in principle the 
sum of the applicable expenditures and 
charges directly or indirectly incurred in 
bringing an article to its existing condi- 
tion and location.” 

The discussion of Statement 3 says 
in part: 

“In keeping with the principle that ac- 
counting is primarily based on cost, there 
iS a presumption that inventories should be 
stated at cost. The definition of cost as 
applied to inventories is understood to 
mean acquisition and production cost, and 
its determination involves many problems. 
Although principles for the determination 
of inventory costs may be easily stated, 
their application, particularly to such in- 
ventory items as work in process and 
finished goods, is difficult because of the 
variety of problems encountered in the 
allocation of costs and charges.” 


Another comment in the discussion is 


that 

“Tt should also be recognized that the 
exclusion of all overheads from inventory 
costs does not constitute an accepted ac- 
counting procedure. The exercise of judg- 
ment in an individual situation involves a 
consideration of the adequacy of the pro- 
cedures of the cost accounting system in 
use, the soundness of the. principles 
thereof, and their consistent application.” 


Statement 4: 


“Cost for inventory purposes may be 
determined under any one of several as- 
sumptions as to the flow of cost factors 
(such as “first-in, first-out”, “average”, 
and “last-in, first-out”); the major objec- 
tive in selecting a method should be to 
choose the one which, under the circum- 
stances, most clearly reflects periodic 
income.” 


The Executive 


Committee of the American Accounting Association, June 1941. 
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In Bulletin 29 the statement was 
made for the first time that the exclu- 
sion of all overheads from inventory 
costs does not constitute an accepted 
accounting procedure. However, the 
Bulletin goes on to emphasize the im- 
portance of judgment in individual 
situations, involving consideration of 
the adequacy of cost procedures, the 
soundness of the cost principles and 
the consistency of their application. It 
is a well known fact that in actual 
practice the extent to which overhead 
is included in inventory pricing varies 
considerably as between companies, 
and it is probably safe to say that few, 
if any, companies include all items of 
overhead in inventory valuation. 

Since the issuance of Bulletin 29 a 
number of accounting firms have 
found it necessary to qualify the ac- 
counts of clients because of the exclu- 
sion of all overhead from inventories. 
An important one, where the amount 
is material, is KE. R. Squrps & Co. 

You might ask why Bulletin 29 was 
not made more specific as to the mean- 
ing of cost and items that should be 
included in overhead. This detail was 
omitted intentionally and | think 
wisely. It must be remembered that 
the bulletins are designed to meet the 
problems of industry as a whole. The 
variety of circumstances encountered 
make it impracticable and inadvisable, 
in my opinion, to lay down rigid defi- 
nitions of cost, overhead, ete., in a bul- 
letin on inventories. The purpose of 
the Bulletin was to provide a frame- 
work of principles which would be a 
guide without being a strait-jacket. 


Is Direct Costing in Conformity with 
Generally Accepted Accounting 
Principles? 


The three statements I have quoted 
from this Bulletin obviously must re- 
ceive serious attention in considering 
whether a particular application of 
direct costing is in conformity with 
generally accepted accounting princi- 
ples. 
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Whether direct costing can be ap- 
plied instead of the present generally 
accepted methods of accounting for 
inventories depends on consideration 
of these two facets of the problem: 


1. The financial accounting aspect: 


In financial statements presented 
stockholders in annual. reports, the cur- 
rent form of auditor’s certificate states 
that 


“the accounts are maintained in accordance 
with generally accepted accounting prin- 
ciples applied on a_ basis consistent with 
that of the preceding year.” 
We must accept the fact that the direct 
costing method is not at present a gen- 
erally accepted accounting principle. 
Whether it results in a fairer presenta- 
tion of income than first-in, first-out, 
average cost, or LIIFO is a question 
which can be debated. 


2. The tax problem: 

At present direct costing as it is 
commonly understood is not generally 
acceptable to the Treasury Department 
for the purpose of computing inven- 
tories used in determining taxable 
income. 


Tax Regulations Concerning Valuation 
of Inventories 
§ 39.22 (c)—2 Rares ation of inventories. 
(a) Section 22 (c) provides two tests to 
which each sad must conform: 

(1) It must conform as nearly as may 
be to the best accounting practice in the 
trade or business, and 

(2) It must clearly reflect the income. 
(b) It follows, therefore, that inventory 

rules cannot be uniform but must give effect 
to trade customs which come within the scope 
of the best accounting practice in the par- 
ticular trade or business. In order clearly to 
reflect income, the inventory practice of a 
taxpayer should be consistent from year to 
year, and greater weight is to be given to 
consistency than to any particular method of 
inventorying or basis of ve alué ition soa. long 
as the method or basis used is substantially 
in accord with these regulations. An inven- 
tory that can be used under the,best account- 
ing practice in a balance sheet showing the 
financial position of the, taxpayer can, as a 
general rule, be regarded. as clearly reflecting 
his income. 


‘April 








ne 
re 
ce 


ce 


ha 


1s 


ally 
ent 
en- 


ible 








Some Observations on the Direct Cost Method 


x * * 
§ 39.22 (c)—3 Inventories at cost. Cost 
means : 
* ok x 


(c) In the case of merchandise produced 
by the taxpayer since the beginning of the 
taxable year, (1) the cost of raw materials 
and supplies entering into or consumed in 
connection with the product, (2) expendi- 
tures for direct labor, (3) indirect expenses 
incident to and necessary for the production 
of the particular article, including in such 
indirect expenses a reasonable proportion of 
management expenses, but not including any 
cost of selling or return on capital, whether 
by way of interest or profit. 

* ok OK 

In July, 1953, the Treasury Depart- 
ment amended its Regulation 111, Sec. 
29.22 (a) 5 regarding the determina- 
tion of gross income. Subsequent to 
amending this Regulation, the Treas- 
ury Department issued Ruling 141, in 
which it stated that the purpose of 
amending the Regulation was to per- 
mit taxpayers to follow accepted ac- 
counting practice in their trade or busi- 
ness. As stated in the ruling, “The 
regulations . . . now conform to ac- 
cepted principles of cost account- 
ing. 

In order to get the Treasury to ac- 
cept the direct cost method it would 
have to be demonstrated to them that 
it results in a fairer presentation of 


income than do present methods. That 
remains to be demonstrated. 
. “7 3 

Accounting principles are based on 
their usefulness and after that has 
been demonstrated they duly receive 
acceptance. The LIFO principle when 
first evolved received very limited ac- 
ceptance but was finally recognized for 
income tax purposes because it had 
received some measure of recognition 
and use by industry. It was a cost 
method and it was believed that it re- 
sulted in a proper determination of 
income. The development of LIFO 
for tax purposes and financial accounts 
proves that a new concept of inventory 
pricing can achieve acceptance over a 
relatively short period. If it can be 
demonstrated that the direct costing 
method has a usefulness not only to 
management but also as a basis for 
reporting income to stockholders and 
for stating inventories in balance 
sheets, it is not too much to expect that 
it might also receive in course of time 
general acceptance similar to that now 
accorded to LIFO. Whether that hap- 
pens, however, depends on its useful- 
ness being demonstrated to a greater 
degree than has been done up to the 
present time. 
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Some Thoughts on the “Direct Cost” 
Method for Valuing Inventories 


By A. R. Kassanper, C.P.A. 


In this paper the author examines the Direct Cost method from 
the viewpoint of whether its claimed advantages do actually yield 
the benefits attributed to them, since he believes that if the method 
is a desirable basis for valuing inventories, adverse technical 
considerations may be resolved without great difficulty. However, 
he concludes that for manufacturing business in general there is 
little, if any, advantage in changing to the Dircet Cost method for 
valuing inventories; also, that the proposed method may, in fact, 
result in the loss of significant managerial information. 


ROM time to time during the last 

fifteen years or thereabouts there 
has occurred periodic discussion of the 
pros and cons of the “direct cost” 
method for valuing inventories. Recent 
interest in the subject has increased 
to a marked degree as a result of 
adoption of the method by a number 
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of companies. The proposed method 
has received considerable attention at 
meetings of accounting organizations 
and in accounting literature. 

Under the direct cost method 
charges to work in process account 
and subsequent transfer to finished 
goods account with eventual disposi- 
tion through cost of goods sold are 
restricted to direct material, direct 
labor and direct or variable production 
overhead expenses. Fixed expenses 
are not considered as attaching to the 
product but are deemed to be costs 
attributable to the period in which they 
are incurred and are thus currently 
charged directly to income. Illustrative 
of the type of expenses which are 
considered to be fixed are the follow- 
ing: salaries of factory superintendent, 
general foremen, factory administra- 
tive and clerical staff, receiving, ware- 
house and shipping forces; factory 
office and miscellaneous shipping 
department supplies, building mainte- 
nance, heating and lighting costs; fire 
insurance, depreciation, real estate 
taxes, etc. 


Advantages Claimed for the Method 


The objective of the method, as 
stated by some of its advocates, is to 
produce a reported monthly gross 
profit which varies directly with sales, 
regardless of manufacturing activity. 
That is not to say that the rate of 
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gross profit necessarily remains con- 
stant since it is affected by changes in 
selling prices, changes in sales “mix,’ 
raw material costs, wage rates, labor 
productivity, etc. However, the rate 
and amount of gross profit as well as 
net profit are not influenced by the 
effect on unit costs of fluctuating 
manufacturing activity which may 
precede or follow actual sales. No 
part of fixed expenses is “sold” to 
inventory; on the contrary, it is all 
charged to income in the period 
incurred. 

The proponents of the direct cost 
method claim theoretical soundness for 
the method in the generally accepted 
concept that those costs which are 
functions of time should be recognized 
in the income account in the period 
in which they are incurred and that 
only those costs should be deferred 
and matched against future income 
which are functions of output. Fixed 
manufacturing expenses which con- 
tinue regardless of activity are deemed 
to be functions of time and thus are 
charged to income account in the 
period in which they are incurred. 

The advocates of this method claim 
further that it results in more useful 
information to management since the 
income account on its face discloses 
the gross margin available for absorp- 
tion of all fixed expenses regardless 
of type and thus more clearly sets 
forth the effect on profits of volume 
fluctuations and provides easily under- 
standable data as to the effect of cost 
fluctuations on the break-even point. 

Other advantages claimed for the 
method are (1) a more tangible and 
conservative inventory valuation and 
(2) by eliminating from stated: costs 
those elements which produce fluctu- 
ating unit costs, i. e., fixed or “uncon- 
trollable” expense, there is no neces- 
sity for establishing “normal’’ plant 
capacity and the entire problem of 
treatment of under- or over-absorbed 
burden disappears. 


Disadvantages of the Method 


Disadvantages connected with the 
method which are recognized but mini- 
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mized by its advocates are limited to 
the following items: 
Stated amount of working capital is 
decreased. 


Inventories stated under the direct cost 
method may not be acceptable for fed- 
eral income tax purposes. 


Apparent lower costs may result in prac- 
tical sales management problems due to 
the necessity for greater margin between 
stated costs and selling prices. 


The method may be considered by inde- 
pendent public accountants as not in 
conformity with generally accepted ac- 
counting principles, for purposes of pub- 
lished reports. 


In the following discussion the 
stated disadvantages will be discussed 
only briefly, since they have been 
covered fully in published material by 
those opposed to adoption of the 
method. The author has noted little 
articulate dissent from the method on 
the part of practicing cost accountants 
as a tool of cost accounting and man- 
agerial interpretation of operating 
results. Hence, principal considera- 
tion will be given to the question as 
to whether or not the alleged advan- 
tages do in fact yield the benefits 
which are claimed for them. The 
author feels that the method should 
stand or fall on its merits; if the 
method is a desirable basis for valuing 
inventories, technical adverse consid- 
erations can be resolved without great 
difficulty. 

The question as to conformity with 
generally accepted accounting princi- 
ples, including a proper statement of 
working capital, applies principally to 
year-end published statements. The 
direct cost method, on the other hand, 
is advocated for the most part for 
presentation of interim monthly re- 
ports for management purposes. It 
would pose no difficult problem to 
compute a year-end adjustment for the 
purpose of recognizing the effect of 
inclusion of fixed charges in the in- 
ventories at the beginning and end of 
the year. On the other hand, it should 
not be assumed that accepted prin- 
ciples of accounting are so rigid as to 
preclude a recognition of a practice 
deemed desirable by a representative 
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cross section of business. Obviously, 
adequate disclosure would be required 
in the year the change became effective. 
Perhaps one of the most difficult as- 
pects of the change would be the 
determination of which are the “fixed” 
expenses to be absorbed in their en- 
tirety in the period in which they are 
incurred. 

‘As to the acceptability of the method 
for federal income tax purposes, at 
worst we would have one more case 
of difference between taxable income 
and income per books. However, a 
modification of Regulations to recog- 
nize the method where consistently 
applied is not inconceivable, with pro- 
vision that no tax deduction could 
arise from the original write-down to 
“direct cost.” 

As to effect on sales organizations 
as a result of the need for greater 
margin between stated costs and sell- 
ing prices, this appears to be purely 
an administrative problem which it 
should be possible to work out rather 
quickly. However, the mere statement 
of the problem at once brings to mind 
another problem in connection with 
pricing and determination of profit by 
types of product which may upset 
some of the claimed advantages of the 
direct cost method. 

In a concern which manufactures 
a variety of products using equipment 
of different types it is frequently 
desirable practice to establish depart- 
mental overhead rates or in some 
cases, specific machine rates, so that 
recorded costs will reflect the use made 
of the facilities actually employed in 
the manufacturing processes. It so 
happens that most of the overhead 
factors which vary with type of equip- 
ment are of a fixed nature, for ex- 
ample, building maintenance, heating 
and lighting costs, fire insurance, de- 
preciation, real estate taxes, fixed por- 
tion of power costs, etc. To the extent 
that costs are a guide to settling selling 
prices or measuring relative profit- 
ability of products we would be faced 
with the necessity of establishing 
varying desirable profit margins. That 
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brings us right back to the problein of 
determining “normal volume” for ab- 
sorption of fixed costs. The difference 
is, that under conventional methods 
the normal absorption is reflected in 
the recorded cost, while under the 
proposed method it would be recog- 
nized (if at all) in a different planned 
gross profit margin for each product. 

Considerable effort with some prog- 
ress has been expended by cost ac- 
countants on the problem of allocating 
selling expenses to product lines. Per- 
haps one of the reasons for the limited 
progress lies in the fact that there is 
no requirement to reflect the alloca- 
tions in the accounts. Selling expenses 
are written off as incurred and asso- 
ciation with specific product lines, 
where attempted, is usually used only 
for management statistics with no 
overall accounting effect. 

In the author’s opinion it would be 
a step backward if, as a result of 
dissociating fixed factory overhead 
from product costs in the accounts, 
we were to lose sight of the effect 
upon costs of the use of different types 
of manufacturing facilities. 


Discussion of Claimed Advantages 


The central point of the entire sub- 
ject lies in the effect on interim profits 
of the accounting treatment of fixed 
manufacturing expenses in a seasonal 
business where sales do not necessarily 
parallel production. When sales and 
production are both up either method 
produces favorable profit figures. 
When sales and production are both 
down either method produces adverse 
profit figures. When production is up 
and sales are down the conventional 
method may produce a more favorable 
result than the direct cost method as a 
result of absorbing and thus deferring 
more fixed cost in inventory than is 
charged to cost of sales. When pro- 
duction is down and sales are up the 
opposite effect may be produced due 
to under-absorption of fixed expenses. 

In discussing the subject it is fre- 
quent practice to present a tabulation 
consisting of a comparative income 


April 





ee a ae a ee ee ee ee ae a ee ee ee ee 


ath ak ie Le fh a oe. a oo om ee. te 


eo — — <=. 


ee | 


n of 
ab- 
ence 
10ds 
1 in 
the 
cOg- 
ned 
uct. 
Frog 
ac- 
ting 


SSO- 
nes, 
nly 

no 


of 
ead 
nts, 
fect 
pes 


ub 

fits 
Ked 
nal 
rily 
ind 
10d 


oth 
rse 
up 
nal 
ble 
sa 
ing 


ro- 


the 
lue 


re- 
on 
me 


rill 





Some Thoughts on “Direct Cost” 


account for several months in which 
sales, direct or variable costs per unit, 
fixed manufacturing expenses and 
general, selling and administrative 
expenses are all identical. The only 
difference between months is assumed 
to be in the volume of production. It 
is then shown that as a result of over- 
absorption of fixed overhead in months 
of high production and underabsorp- 
tion in months of low production 
(both over- and underabsorption being 
taken up in the income account), the 
recorded net profit fluctuates widely 
from month to month. Under the 
direct cost method the net profit will 
be the same each month since the only 
costs absorbed by inventory are direct 
variable costs which are assumed to 
remain constant per unit. 

The following typical questions are 
then asked: “What is our profit on a 
given volume of sales?’ “How can 
such inconsistencies be explained?” 
And then comes the statement to end 
all argument: “You can’t make a profit 
merely by manufacturing inventory.” 

Let us overlook, for the purpose of 
this discussion, that the hypothetical 
figures are sometimes selected to sup- 
port the desired conclusions and also 
that the profit fluctuations may be and 
frequently are smoothed out by defer- 
ring both under- and over-absorption 
of fixed manufacturing expenses for 
purposes of interim statements. Let 
us examine the circumstances just as 
they are presented. 

The proponents of the direct cost 
method in effect say that there is no 
difference in measuring results of 
operations between a manufacturing 
concern and a mercantile enterprise. 
They say that the only measure of per- 
formance is sales; that no considera- 
tion should be given in interim state- 
ments to the degree of effective use of 
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manufacturing facilities from month to 
month. In the opinion of the author 
this viewpoint is in error. There is a 
difference in results of operations in a 
manufacturing business between two 
months of identical sales, in one of 
which the plant is shut down and in 
another of which it is busy preparing 
for expected future business. To ig- 
nore that difference is questionable 
accounting practice. As hereinbefore 
stated, if the fluctuating production 
program is planned that way, the 
recorded profits may be smoothed out 
by the device of deferring immediate 
recognition in the income account of 
over- or under-absorbed fixed charges.1 

Obviously, it must be assumed that 
inventory is accumulated only as ap- 
propriate to the needs of the business. 
An inflated inventory position created 
solely to absorb fixed expenses may 
one day result in a write-down in a far 
greater amount than the fixed expenses 
included in the stated costs. Mercantile 
establishments have not been relieved 
of the danger of inventory write-down 
merely because they are on a prime or 
direct cost basis. 

Let us consider for a moment the 
statement, “You can’t make a profit by 
manufacturing for inventory.” That 
brings to mind the story of the man- 
ager on a profit-sharing bonus arrange- 
ment who increased his income by the 
simple device of loading up the inven- 
tory. Suffice it to say that a Board of 
Directors that permitted an inventory 
to grow to a point where it materially 
affected the manager’s bonus, must 
have spent its meetings discussing fish- 
ing instead of balance sheets; and the 
public accountants who made the year- 
end examination should have had 
something to say about that inventory. 
On the other hand, if the hypothetical 
new manager was able to take hold of 


1 Attention is sometimes called to the similarity of fixed manufacturing expenses to 


general, administrative and salling expenses, which are charged to income in the period in 


which they are incurred, even though future periods may benefit thereby. 


One major point 


of difference may be noted, however. The fixed manufacturing expenses which are deferred 
through absorption in inventory costs are associated with tangible physical inventories. Any 
selling expenses which one may wish to defer usually could only be associated with 


intangible prospective sales. 
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a shop plagued by shortages of all 
kinds, maintain deliveries to customers 
and, at the same time, create a sound, 
balanced inventory under efficient pro- 
duction control, he probably earned his 
bonus. 


It is true that a company cannot in- 
crease its profits merely by manufac- 
turing inventory. However, neither 
need a company lose money when the 
plant is operating at capacity pursuant 
to a sound program, merely because 
sales were not realized in a particular 
month. To repeat what has been said 
before, there is more to operating a 
manufacturing concern than selling. 


The income account reflects the re- 
sults of operations. Those results are 
materially affected by the utilization of 
manufacturing facilities. Those results 
are definitely different for differing 
rates of manufacturing activity even 
though sales may not vary. Remember 
we are discussing primarily interim 
reports. The final essence of the re- 
sults of operations is the net income 
figure. It is unfortunate (management 
would be much easier were it other- 
wise) that one figure standing at the 
lower right hand corner of the income 
account cannot by itself explain all the 
factors which contributed to the result. 
One of the marks of the skilled ac- 
countant is his ability to aid manage- 
ment in interpreting financial state- 
ments. 

To summarize, if it is recognized 
that the net income figure is merely the 
final end result of operation and that 
judicious handling of manufacturing 
facilities has an important bearing on 
that result, it may be quite possible to 
“make money by manufacturing for 
inventory.” Likewise, it may be pos- 
sible to lose money by not manufactur- 
ing for inventory. If a concern ac- 
cumulates inventory unwisely the re- 
sulting loss may be measured by an 
amount far in excess of the fixed 
manufacturing cost element. The pre- 
vention of that occurrence is not found 
in the methods of cost accounting. 
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Other Advantages Claimed 
for the Method 


Let us examine the concept that 
those costs which are functions of time 
should be recognized in the income 
account in the period in which they are 
incurred, i.e., the distinction between 
those costs which attach to a period 
and those costs which attach to product. 
It appears to the author that to urge 
this concept in theoretical support of 
the direct cost method is a distortion 
of the theory. The criterion as to 
whether or not a cost should be applied 
to the income of the period in which 
incurred is not whether such cost is 
fixed during the period irrespective of 
business activity but, rather, whether 
by its nature it must be absorbed by 
the income of that period because, 
either it represents a loss which is 
“over the dam,” or it represents expen- 
ditures from which only the current 
period is deemed to benefit in measur- 
able degree. In the latter category fall 
most of the selling, general and ad- 
ministrative expenses; in the former, 
all such factory costs as maintenance 
of idle plant, excessive labor costs due 
to inefficiencies, breakdown, green help, 
etc., excessive waste and_ spoilage, 
strike costs, inventory shrinkage and 
so on. It does not seem logical to say 
that superintendents’ salaries, deprecia- 
tion and factory office supplies, being 
fixed expenses, do not attach to the 
product but that floor sweepers’. wages, 
machine repairs and cutting oil, being 
variable expenses, do attach to the 
product. 


Another advantage claimed for the 
method is that it more clearly sets forth 
the effect on profits of volume fluctua- 
tions. Volume of what? The answer, 
of course, is volume of sales, whereas 
plant performance depends on volume 
of production. Though in the long run, 
we can realize profit only through sale 
of the product, it is equally true that 
overhead costs can be absorbed only 
through production, hence, production 
must be the basis for measuring plant 


April 





ae ae ae ee a ee ae | Ia =e or 


that 
ime 
ome 
are 
reen 
riod 
uct, 
Irge 
t OF 
tion 

to 
lied 
ich 
ee 
» of 
her 
by 
ise, 

is 
en- 
‘ent 
ur- 
fall 
ad- 
1er, 
nce 
due 
elp, 
ize, 
ind 
say 
‘a- 
ing 
the 
yes, 
ing 


the 


the 
rth 


vil 





Some Thoughts on “Direct Cost” 


performance. Obviously, no business 
will last long unless sales and produc- 
tion are equalized over a cycle, but as 
has been stated before, that very im- 
portant problem of business manage- 
ment is not solved by a particular 
system of cost accounting. In the 
meantime, let it be remembered that 
fixed expense is fully absorbed (how- 
ever, that absorption may be com- 
puted), not at a certain sales level but 
at a given production level. 

Finally, there is the claim that the 
direct cost method produces a more 
conservative inventory valuation, with 
a corollary that write-downs, should 
they become necessary, will be less 
severe than under present conventional 
methods. Even if “conservative” is 
defined simply as synonymous with 
“lower” (an untenable definition), the 
advantage claimed would be short 
lived. Lower than what? The answer, 
it seems, must be “lower” than some 
alternative permissible method or 
lower than the valuation used by other 
concerns in the industry. It is difficult 
enough to have “Liro” and “I1Fro” 
existing side by side. At least in that 
case the differences in inventory valua- 
tions produced by the two methods 
rest on varying concepts of the flow of 
cost of acquisition into cost of sales. 
The method of computing costs does 
not vary. It would be a strange state 
of affairs indeed if two costs, one of 
which omits a large area of cost in- 
cluded in the other, were both recog- 
nized as in conformity with generally 
accepted accounting principles. So 
once the proposed method is recog- 
nized, comparative conservatism dis- 
appears. ’ 

As to the increased cushion against 
inventory write-downs: Without going 
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into all of the ramifications of “cost or 
market, whichever is lower,” let us 
only consider write-down to replace- 
ment cost and write-down to realizable 
value, less applicable selling, general 
and administrative expense. In the 
first circumstance, the lower replace- 
ment cost is largely in direct material 
and labor and possibly in the variable 
overhead expenses of indirect labor 
and supplies. Rarely would there be 
any reduction in the “replacement 
cost” of fixed expenses. 

In the second instance, we now 
reduce realizable value by a percentage 
representing selling, general and ad- 
ministrative expense, and perhaps 
some provision for normal profit, to 
arrive at sound inventory value. Under 
the direct cost method we would have 
to increase the margin to provide for 
fixed manufacturing expenses. The 
write-down may work out to be less 
than under present methods, but it is 
by no means a mathematical certainty. 


Conclusion 


All accounting principles must be 
applied in a manner which gives due 
consideration to all the circumstances 
surrounding the concern and type of 
operation under examination. It may 
be that under a given set of conditions 
the direct cost method will produce 
financial statements which best reflect 
a company’s financial position and 
results of its operations. The author 
concludes, however, that for manufac- 
turing business in general there is little 
if any advantage in changing to the 
direct cost method for valuing inven- 
tories and that the proposed method 
may, in fact, result in loss of signifi- 
cant managerial information. 
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Tax Problems of Separation and Divorce 


By Mattuew F. Brake, C.P.A. 


OR accountants the principal appli- 

cation of a knowledge of this topic 
is in the preparation of tax returns 
for the ex-husband or the ex-wife. 
However, alimony problems are likely 
to be presented to them in other ways 
such as consultations with attorneys 
concerning divorce settlements which 
are in the process of negotiation. They 
may even occur in a distinctly per- 
sonal manner in the form of a divorce 
action by a public accountant’s wife 
who feels very much abused because of 
those lonesome evening hours while 
her husband attends to such trifles as 
audit reports and tax returns. 


Like many other amendments to the 
Code looking toward the relief of un- 
due hardships, the alimony sections are 
an offspring of high tax rates. Prior 
to 1942, the husband was not allowed 
a deduction for alimony payments. The 
double burden of alimony and tax 
payments did not become really critical 
until the advent of high war-time tax 
rates which threatened to put even 
high income alimony payers on the 
breadline. As might be expected, pre- 
1942 decrees have produced a large 
portion of the tax litigation. How- 
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ever, all too many post-1942 agree- 
ments have been caught in a crossfire 
of overly stringent legislative require- 
ments and conflicting court decisions. 
Since one of the aims of this presen- 
tation is to emphasize that the ac- 
countant should exercise a high degree 
of vigilance in reacting to alimony 
situations, it appears to be in order 
to use a few lines to indicate why 
alimony can be so troublesome in taxa- 
tion: a—The emotional climate of a 
divorce action usually is not conducive 
to carefully reasoned tax planning. b— 
Since taxability of the alimony to the 
wife is a condition precedent to the ob- 
taining of a deduction by the husband, 
a direct conflict of interest often arises 
which can lead to prolonged wrang- 
ling. This conflict may survive the 
time of negotiating the divorce settle- 
ment and become even more acute in 
later years if the ex-wife or ex-hus- 
band should attempt to transfer the 
tax burden over to the other. c—State 
divorce laws differ widely and the laws 
of some states can lead to serious tax 
complications. d—The applicable sec- 
tions of the Code were so drawn as to 
prevent income splitting where there 
is no bona fide divorce. As income 
splitting has since been legalized for 
married couples, this objective has lost 
its significance and the rigid require- 
ments concerning the divorce decree 
should be relaxed. 

It is strongly recommended that no 
income tax return involving either the 
receipt or payment of alimony be com- 
pleted unless the terms of the divorce 
decree and related agreements have 
been reviewed carefully in the light 
of the pertinent tax decisions. Even 
the labels “alimony” and “periodic 
payment” when found in the decree of 
the divorce court should not be ac- 
cepted at face value. This might be 
interpreted as a warning not to set 
low fees in advance for the prepara- 
tion of returns involving alimony. 
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Applicable Code Sections 

The sections of the Code directly 
concerned with alimony are: Section 
22(k) which covers taxability of ali- 
mony to the wife (or husband) ; Sec- 
tion 23(u) which provides that ali- 
mony taxable to the wife under Sec- 
tion 22(k) is deductible by the hus- 
band, and, Section 171 which has to do 
with trusts other than those set up 
pursuant to the divorce decree, Sec- 
tion 22(k) covers the latter. 

As Sections 22(k) and 23(u) are to 
a great extent interdependent, we can 
discuss them simultaneously. Please 
note that they are not wholly inter- 
dependent because, as pointed out in 
the Seligmann case’, the fact that a 
given payment is taxable to the wife 
renders the same deductible to the hus- 
band, but the reverse is not true. 
Hence, the first line of inquiry, even 
though you are preparing the ex-hus- 
band’s return, should be the taxability 
of the payment to the wife. Section 
171 is of less frequent application and 
will be touched upon briefly toward 
the close. 

The principal requirements in Sec- 
tion 22(k) for determining taxability 
to the wife may be summarized as 
follows: (1) There must have been a 
decree of divorce or separation and 
the alimony requirement must be em- 
bodied in such decree or must be set 
forth in writing at such a time and in 
such a manner as to be incident to 
such decree. (2) The alimony must 
be in discharge of a legal obligation 
of support arising out of the marital 
relationship. (3) The alimony must 
have been paid subsequent to the de- 
cree and the tax accounting must be 
on a cash basis. (4) The payments 
must be periodic as distinguished from 
a lump-sum settlement: however, if 
a lump-sum settlement is payable over 
a period of more than ten years, a 
maximum of one-tenth of the total 
sum is allowable in each year. 


1 Seligmann v. Commissioner, CCA 7, Oct. 
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Typical Tax Return Problems 


In an effort to reduce a complex 
subject to a reasonably concrete form, 
we shall take a straw man case cover- 
ing situations of the type that are 
likely to occur in your practice. Let us 
assume that you have been engaged to 
prepare the return of a recently di- 
vorced husband who claims as an ali- 
mony deduction the following: cash 
payments to the ex-wife—$9,000; life 
insurance premiums $500; rental 
value of $1,200 per year for his resi- 
dence, use of which decree allowed 
to his wife. Moreover, the ex-husband 
informs you that he has included in his 
taxable income $2,000 of dividends 
from a trust, set up prior to his di- 
vorce, of which his wife is the bene- 
ficiary but the income from which has 
been taxed to him heretofore under 
the Clifford rule. 


Your study of the divorce decree 
and related documents discloses that 
there is a decree of divorce which was 
issued in a court at Reno, Nevada, and 
that the alimony provision is contained 
in a separate agreement entered into 
prior to the actual entry of the decree. 
You ascertain from the papers (or you 
obtain a legal opinion if you are un- 
clear on the point) that the decree of 
divorce is final and absolute as dis- 
tinguished from an interlocutory type 
of decree*. Inasmuch as the alimony 
agreement is referred to in the decree 
and is stipulated by the court to be in 
discharge of the right of support, there 
is little doubt that the alimony would 
be considered as incident to the decree. 
This matter of whether or not pay- 
ment is incident to the decree is a 
most vexing one and no hard and fast 
rule can be supplied. This much seems 
clear—the greater the interval, either 
before or after the decree, between 
the date of the commitment to pay 
alimony and the date of the divorce 
decree, the greater is the likelihood 
that the alimony agreed upon will be 


19, 1953. 


2 Marriner S. Eccles, 19 TC #119; (NA) on appeal to 4th Circuit. 
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considered not incident to the decree. 
Although not pertinent to our case 
study it should be noted here that 
gratuitous payments, regardless of 
how motivated, are not a part of the 
divorce package,’ and that the payment 
must be for support as distinguished 
from the repayment of a loan, or the 
payment of any other non-support 
obligation.* 

You need not concern yourself with 
the validity of the divorce from the 
standpoint of it being “out of state”. 
The Commissioner has even accorded 
recognition to a Mexican decree for 
this purpose.> Where there has been 
an annulment you should obtain a legal 
opinion as to whether it was an an- 
nulment ab initio (not a divorce) or a 
type of annulment which is equivalent 
to a divorce. When the husband and 
wife are separated under a decree of 
separate maintenance you will once 
again want to resort to a legal con- 
struction of their status. l‘or purposes 
of simplicity we shall confine our 
future references to the term divorce 
because where the proper formalities 
have been observed a separation agree- 
ment is equivalent to a divorce. 

You determine that, of the $9,000 in 
cash payments, $2,000 consisted of 
alimony pendente lite paid prior to the 
divorce decree. This payment fails the 
third test indicated above, and is sub- 
ject to disallowance because the decree 
ordering payment of alimony pendente 
lite was not a decree of separation or 
divorce.6 You also ascertain that 
$1,000 was for the husband’s share of 
the wife’s attorney’s fee. This is like- 
wise not deductible.” 

An early paragraph in the alimony 
agreement discloses that the husband 
is committed to pay a total of $72,000 
over a period of twelve years for the 
support of both wife and children. A 


3 Peter Van Vlaanderen, 175 F(2d) 389. 


* Alfons B. Landa, 11 TCM 420. 
5G C M 25250, 1947-2 CB 32. 


later paragraph states that of the 
$12,000 per year total $4,000 is for the 
support of the children and $2,000 for 
the wife. As the $72,000 is payable 
over a period of more than ten years 
from the date of the agreement, the 
payments in liquidation thereof qualify 
without question as periodic. Stipula- 
tions concerning support of the child- 
ren in the wife’s custody should be 
read carefully. The general rule is 
that if no allocation is made in the 
agreement the entire amount of the 
alimony is taxed to the wife. But in 
at least one case® the Tax Court has 
spelled out an intent to pay directly 
for the support of children where the 
payment to the ex-wife was subject to 
reduction to a given figure upon her 
remarriage. In our example, the ali- 
mony deduction would be only $2,000 
and the remainder, or $4,000, would 
be considered a payment by the hus- 
band for the support of the children. 
The husband should recoup this tax 
loss in part because he would be en- 
titled to credits for dependency. 
Getting back to our straw man, we 
now have a deduction of only $2,000 
remaining from total cash payments 
to the wife of $9,000. You find from 
a further reading of the alimony agree- 
ment that certain insurance policies 
on the life of the husband have been 
assigned for the: benefit of the wife 
and are held in escrow as security 
for performance of the alimony ob- 
ligation of the husband. In the event 
that he should predecease her, the pro- 
ceeds of the policy would be used 
to satisfy the remaining alimony obli- 
gation of the husband. If she should 
die first or remarry, the ex-husband 
would regain full ownership. Under 
these circumstances the premiums 
would not be taxable to the wife. The 
ex-wife would be taxable on the pre- 


6 George D. Wick, 7 TC 723, aff'd per curiam, 161 F(2d) 732. 
‘Lindsay C. Howard, 16 TC 157, aff’d 202 F(2d) 28. 


8 Charles B. Hicks, 12 TCM 700. 
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miums only if she had obtained all of 
the incidents of ownership in the 
policy and thus meets the test of 
“constructive receipt”’.® Hence the 
husband loses on this deduction as 
well. 

Another portion of the alimony 
claimed by the husband which is sub- 
ject to disallowance is the rental value 
of the residence estimated to be worth 
$1,200 a year to the ex-wife.’° This 
seems to be an unfair result which the 
husband’s attorney usually can guard 
against in drafting an alimony agree- 
ment. 

The husband has a little offsetting 
solace because the $2,000 per year in 
dividends from the Clifford type trust 
ceases to be taxable to him at the date 
of divorce by reason of Section 171 
of the Code. The same result would 
apply even if the trust were revocable. 
Of course, to the extent the trust in- 
strument specifies that such income 
is to be used for the support of minor 
children, it will continue to be taxed to 
the ex-husband. 

Thus, of the alimony deduction 
totaling $10,700 claimed by your client, 
only $2,000 survives our study; in ad- 
dition, $2,000 of trust income is re- 
movable from gross income, or a net 


loss of $6,700. 


Other Tax Questions Which 
May Arise in the First Year 


Suppose that in lieu of paying cash 
alimony the husband had agreed to 
transfer 10,000 shares of stock of the 
XYZ company in discharge of his 
obligation of support. Let us assume 
that such shares had a cost basis to 
him of $5 per share and a market 
value of $20 per share at the time of 
transfer to his ex-wife. The husband 
would realize capital gain of $15 per 
share because it would be considered 
that a sale had taken place in that he 
exchanged the shares of stock in re- 


9 Seligmann supra. 


10 Pappenheimer v. Allen, 164 F(2d) 428. 


11 Mesta, 123 F(2d) 986. 
12 Harris, 340 U S 106. 
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turn for the extinguishment of his 
support obligation. Thus, a judicious 
selection of the assets to be transferred 
can be of an important consideration 
in planning a divorce settlement. Even 
though the transfer of the shares 
would not give rise to an alimony 
deduction, future dividends would be 
excluded from the husband’s income 
and would be taxable to the wife. 

It is well to note that payments of 
or out of principal may be deducted 
by the husband-and taxed to the wife 
if they otherwise qualify as alimony. 
For instance, if the husband should 
purchase an annuity and meet his ali- 
mony obligations from that source, he 
would be taxed on 3% of the cost of 
the annuity but the full amount of the 
alimony payment would be taxable to 
the wife and deductible by him. This 
is true even though the payment to 
the wife would consist of both income 
and principal. Hence, it can be seen 
that we do not look to the source of 
the funds used to satisfy the alimony 
obligation in order to determine its 
nature from a tax standpoint. As 
annuities have drawbacks in alimony 
arrangements, this is not a recommen- 
dation of a tax saving but is merely 
an illustration of the high degree of 
vigilance required of the accountant in 
this field. 

Gift taxes are beyond the scope of 
this review but they must be consid- 
ered in a divorce settlement whenever 
property is transferred for any con- 
sideration other than a release by the 
wife of her right of support. A 
transfer to extinguish the support 
obligation is free from gift tax!” and 
courts will not permit the Commis- 
sioner to inquire into the value of the 
wife’s right of support in order to 
build up a gift tax issue. 


Tax Problems in Later Years 


Revisions and adjustments to ali- 
mony agreements should be made only 
(Continued on page 252) 
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How to Provide for Death or Retirement 


of a Partner 
By Wm. K. Carson, C.P.A. 


HEN a partnership is organized, 
Woo00 tax planning requires that 
consideration be given to a number of 
problems which will arise on the death 
or retirement of a partner, and which 
should be covered when the partner- 
ship agreement is drawn by the 
attorneys. These problems can_ be 
summarized as follows: (1) the pro- 
vision to be made for the continuity 
of the partnership following death or 
retirement; (2) the repayment of the 
partner’s capital account; (3) the pay- 
ment of the partner’s share of the 
profits up to the date of death or 
retirement; and (4) additional pay- 
ments that are frequently made to the 
retired partners or the estates of 
deceased partners. 


Continuity 

The reason that continuity is im- 
portant in a partnership is, very fre- 
quently, that the individual partners 
will be reporting income on a calendar 
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year basis, but the firm will keep its 
accounts on the basis of a fiscal year, 
Taking the most extreme case, the 
fiscal year may end on January 31st 
and a partner may die in December. 
If the death in December results in a 
termination of the partnership, there 
will be a doubling-up of taxable in- 
come resulting in payment of tax at 
higher brackets. Another adverse 
effect may arise where appreciated or 
depreciated assets are involved, and 
their basis would be changed by a dis- 
solution followed by formation of a 
new partnership. To avoid this result, 
the partnership. agreement should pro- 
vide for continuity of the partnership 
in the event of death or retirement of 
a partner. 

In a recent Revenue ruling! it was 
stated that if a partnership is actually 
operated on a continuous basis and 
the agreement so provides, the Bureau 
will not question the right to report 
on the basis of the normal fiscal year. 
If there are three or more partners, 
it is obvious that the death of one 
leaves at least two people to remain 
as partners. However, if there are 
only two partners, what can be done 
to provide for continuance of that 
partnership? 

One possibility, in a case other than 
a profession, is to provide that the 
estate of the deceased partner will 
continue as a partner along with the 
remaining partner who is alive. This is 
probably impossible in a professional 
partnership. For instance, in the case 
of an accounting partnership, the rules 
of professional conduct provide that a 
partnership desiring to practice as a 
member of the American Institute of 
Accountants must have as_ partners 
only persons who are members of the 
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How to Provide for Death or Retirement of a Partner 


American Institute.2~ New members 
of the American Institute, in turn, 
must be certified public accountants. 
This would seem to exclude the possi- 
bility of making the estate a partner. 


Repayment of Partner’s 
Capital Account 


Some provision must be made for 
repayment to the partner of his capital 
account at the time of his death or 
retirement. If the books of the part- 
nership are kept on either the cash or 
the accrual basis, and the tax return is 
filed on the same basis, then the capital 
account for income tax purposes will 
be substantially identical with that 
shown on the books. In this case, a 
return of the capital shown by the 
books will not create a problem. [f, 
however, the capital returned to the 
partner differs from the tax basis of 
his investment the difference must be 
accounted for. It would appear that 
the return of additional capital would 
be considered a gain on sale of a 
partnership interest and accordingly 
would be a capital gain.* 

Other problems can arise from a 
difference between book and tax basis. 
Even though a partnership follows a 
practice of distributing all income 
shown by its books, there may be a 
gain or loss when a partner retires. 
For instance, the partnership may have 
set up a reserve which reduced income 
distributable to partners but did not 
reduce taxable income. ,The sum of 
the capital paid in by each partner, 
plus his share of the profits, less the 
profits that have been paid to him and 
the capital returned to him will leave 
a difference equal to the reserve. This 
should be an ordinary loss to the part- 
ner on termination of his interest.* 
Certainly, if his interest is terminated 
as a result of the dissolution of the 
firm, there has been no sale of a part- 





3 Reg. 118, Section 39:113(a) (13)-2. 


nership interest which could result in 
the item being treated as a capital loss. 
If, on the other hand, a single partner 
retires, there might be a sale of his 
interest to the partnership, which 
would create a capital loss. 


Share of Profits to Date of Death 

or Retirement 

There is another problem, which is 
the payment of the partner’s share of 
profits to the date of death or the date 
of retirement from the firm. The 
cases® have held that the retiring part- 
ner is subject to tax on his pro-rata 
share of the earnings for the period 
while he was a member of the firm, 
even though he is not a member at the 
termination of the fiscal year of the 
firm during which he_ withdraws. 
Accordingly, it is advisable to provide 
in a partnership agreement for a spe- 
cific payment to the retired or deceased 
partner equal to the profits to which 
he would normally have been entitled. 
Since the person entitled to the profits 
will be taxed on them, an inequitable 
result is reached if the agreement 
provides for their payment to someone 
else. 
Additional Amounts 

It is not infrequent in partnership 
agreements, particularly those for the 
conduct of an accounting or legal 
practice, to provide for payment of 
additional amounts to retired or de- 
ceased partners. There are a number 
of reasons for this. First, in most 
professional partnerships, the partners 
are not only entrepreneurs in the busi- 
ness but, in addition, function much 
as the executives of a corporation 
function in our generation. As such, 
we might say they are entitled to a 
pension or similar payment so that 
they will not be required to work for 
the whole of their natural lives. We 
have found that works out well in our 


2 AIA “Rules of Professional Conduct”, Rule No. 1. 


4See Ad. Auriema, Inc., 2 TCM 778, in which petitioner failed to raise this point. 
5 Louis Karsch, 8 TC 1327; Frank J. Johnson, 9 TCM 277. 
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economy as a means of compensating 
executives of corporations, and the 
theory is equally applicable to a per- 
sonal-service partnership. 

Furthermore, one may consider that, 
in building up a business or in serving 
clients for a professional firm, the 
older partners have created an intan- 
gible value, which should be recog- 
nized upon death or retirement. 

So there are really two different 
schools of thought on the question of 
compensating the retired partner or 
the estate of the deceased partner: one 
school of thought under which such 
payments are similar to a pension in 
the case of the person who retires, 
or similar to an insurance payment in 
the case of a partner who dies before 
he reaches the retirement age; the 
other in which the additional payments 
are viewed as profit on the sale of an 
interest in a business, much as the 
stock of a corporation might bring a 
profit when sold. With these two di- 
vergent schools of thought, it is quite 
obvious that different tax consequences 
will flow, depending on the school 
adopted in connection with a particular 
partnership agreement. 

One question to be settled is the 
amount or method of computation of 
payments of this kind. There is little 
in writing on the subject, quite natur- 
ally, because partnership agreements 
are normally considered confidential 
documents. We have, however, the 
Coates case,® involving a firm of Certi- 
fied Public Accountants in Hartford, 
Connecticut. There annual payments 
ranged from about 40% of previous 
participation in profits to about 75%, 
payable to the estate of a deceased 
partner for a period of five years. 
The percentages payable to the estates 
were larger in the case of the older 
partners than the younger partners. 
One can see, in this instance, the in- 


6 Charles F. Coates, 7 TC 125. 
7 Carol F. Hall, 19 TC 445. 


fluence of what might be called a 
good-will concept in that the older 
partners, who had more to do with the 
building up the firm over a period of 
years, were entitled, under the terms 
of that agreement, to a larger percent- 
age of the previous salary than the 
younger partners would be in the case 
of their deaths. 

As contrasted to that, the agreement 
that was considered by the Tax Court 
in the Hall,” Whitworth,’ and Clowes® 
cases, provided for annual payments 
of 50% of the average income of 10 
preceding years, payable for a period 
of six years. The percentage of in- 
come was 50% irrespective of the 
length of service of the particular 
partner who died or retired. 

Actually, however, the manner of 
setting such an amount will not deter- 
mine the tax treatment either for the 
partnership or the recipient. There 
are various ways in which provisions 
can be made in the agreement for these 
payments to the retired or deceased 
partner. We will analyze some of 
those and see their results for tax 
purposes. 

One procedure is the purchase of 
the withdrawing partner’s interest at 
more than book value. A good many 
of the provisions in the partnership 
agreements of law firms, as exempli- 
fied by the various cases on_ this 
point,’° show that that is a typical way 
in which the matter is handled. For 
instance, it can be provided that in the 
case of the death of a partner, his 
interest in the firm will be purchased 
by the firm and the purchase price 
will be paid by distributing to him or 
to his estate for a fixed number of 
years the income to which he would 
have been entitled had he remained as 
a partner in the firm. 

This is a case where the partnership 
agreement does not provide for dis- 


8 Charles R. Whitworth, 204 F(2d) 779; cert. den. 


9 Francis J. Clowes, 11 TCM 1205. 


10 Swiren v. Comm., 183 F(2d) 656, William T. Jones, Est. 3 TCM 97. 
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tributing income to the estate or to 
the retired partner; instead, it pro- 
vides that his interest is to be pur- 
chased. The decisions" are unanimous 
in holding that where there is a pur- 
chase of an interest, regardless of the 
method that is employed in computing 
the price, it will be treated as a pur- 
chase of an interest. Thus the tax 
consequences are that the retired part- 
ner, or the estate of the deceased 
partner, receives capital gain measured 
by the difference between what he 
received and the basis of his partner- 
ship interest. On the other hand, the 
remaining partners in the firm are not 
allowed a deduction for amounts paid 
under such an agreement, since the 
amounts paid out, represent a capital 
expenditure for a purchase of an 
interest. 

The second method is the one con- 
sidered in the Coates’* case and in 
the Hall,* Clowes'* and Whitworth” 
cases. That represents the distribution 
of a share of profits to the retired 
partner, or to the estate of the deceased 
partner, as the case may be. In all 
of these cases there was a unanimous 
holding that, where such a method is 
adopted for the post-retirement or the 
post-death payments, the sums paid 
will constitute income to the retired 
partner or the estate, and will be a 
deduction to the partnership. 

It should be noted, further, that in 
the agreements considered in these 
cases, the deceased partner and the 
retired partner did not remain as part- 
ners in the firm. The amounts that 
were distributed to these people were 
not distributed because they were part- 
ners; nevertheless, they were held to 
represent distributions of earnings of 


11 Swiren, supra; Jones, supra. 
12 Charles F. Coates, supra. 

13 Carol F. Hall, supra. 

14 Francis J. Clowes, supra. 

15 Rupert C. Whitworth, supra. 
16 Carol F. Hall, supra. 

17 Charles F. Coates, supra. 

18 Carol F. Hall, supra. 

19 Hess, 12 TC 773. 

20 Hill vs. Comm., 38 F(2d) 165. 


1954 


How to Provide for Death or Retirement of a Partner 


the firm and to be taxable as such. 
Why was it held that way ?—Because 
the Tax Court, after taking into con- 
sideration all of the evidence presented 
concluded that it was the intent of the 
parties to the agreements that the addi- 
tional payments were distributions of 
income and not an additional amount 
paid as purchase price of the with- 
drawing partner’s interest. 


That the Court, in détermining the 
treatment for tax purposes of the 
items discussed here, looks solely to 
the intent of the parties is emphasized 
by the following quotations from the 
Hall?® case: 

“The solution of the question depends 
upon the intent of the parties and that is 


to be derived from the 1936 partnership 
agreement.” 


“We find no language in the written 
agreement which would justify a conclu- 
sion that the retiring partners intended to 
sell their interest in the partnership to the 
continuing partners, or vice-versa, that the 
continuing partners intended to ‘buy’ the 
retiring partners’ interest.” 


So long as the partnership intends 
to distribute profits, the recipient and 
not the partnership is taxed on the 
profit distributed, no matter how the 
amount is calculated. In Coates", the 
calculation was based on profits of the 
current year; in Hall'®, on profits of 
a prior period; and in Hess}, there 
was a fixed amount. 


In several cases there have been 
purchases of an interest where the 
price was based on future profits. In 
the Hill?® case, as an example, the 
interest was to be valued at the profit 
attributable to that interest in the 
following two years. Nevertheless, 
even though the amount was not fixed 











at the time the agreement became 
effective, it was held that a purchase 
of a capital interest had been effected 
and that capital gain was realized by 
the retired or deceased partner and 
that no deduction was allowed to the 
partnership. 

Since the intent of the partners is 
controlling, it behooves them to decide 
whether it is preferable to make dis- 
tributions of income, or to purchase 
interests. Looking at the problem 
solely from the standpoint of income 
taxes, it is my thought that the former 
is the preferable procedure. This is 
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because the retired partner will prob- 
ably be in a lower tax bracket than the 
persons who continue to handle the 
operations of the firm. The result is 
that there is actually a reduction in 
tax of the members of partnership 
below the tax which would be payable 
if all of the income were paid to active 
partners. However, if a.capital inter- 
est is purchased, the continuing part- 
ners pay tax on the entire income, and 
there is a 25% tax on the capital gain 
to the retired or deceased partner. 
Accordingly the tax is increased rather 
than decreased. 


Wo ( 


Tax Problems of Separation and Divorce 


(Continued from page 247) 


after approval by a court which retains 
jurisdiction of the divorce. This step 
is necessary so as to maintain the 
status of incident to a decree. It has 
been held that a lump sum payment 
pursuant to a retroactive increase may 
nonetheless qualify as periodic ali- 
mony.}8 

Deficiencies in alimony create their 
own special problems. Payments made 
by the ex-husband in respect of ar- 
rears qualify as periodic alimony if 
they would have so qualified if made 
on time.’* Section 22(k) specifies that 
where a portion of the payment is to 
be set aside for the support of the 
children any deficiency in payments 
must first be applied in reduction of 
the wife’s share, thus decreasing the 
alimony deduction to the husband. 

The estate of a deceased husband 
is entitled to deduct alimony and the 
ex-wife is taxable thereon’ where the 
alimony obigation survives the hus- 
band’s death. The commuted value 
of such a debt should have been de- 
ducted for estate tax purposes by the 
estate of the ex-husband.*? 








13 FE, B. Gale, 13 TC 661, aff’d 191 F(2d) 
14 Jane C. Grant, 18 TC 1013. 

15 Taughlin’s Estate, 167 F(2d) 828. 

16 Section 171(b). 


17 Estate of Pompeo M. Maresi, 6 TC 582, aff’d 156 F(2d) 929. 


The alimony provisions have been a 
prolific source of litigation. As we 
have noted above, these disputes in 
large part have stemmed from pre- 
1942 agreements. Attorneys charged 
with the responsibility of drafting ali- 
mony terms may feel disgruntled 
because the courts have been slow in 
developing fundamental rules on 
which they can place full reliance. The 
House Ways and Means Committee 
is reported to have approved a pro- 
vision for the 1954 amendments which 
would relax the rigid requirement with 
respect to the existence of. a court 
decree of divorce or separation. This 
should at least bring the alimony pro- 
visions up to date, inasmuch as it 
recognizes that income splitting is now 
permitted to married couples. For the 
other phases of the alimony sections it 
might prove wiser to permit the 
present flood of litigation to run its 
course and thus build up a body of 
authoritative case law than to run the 
risk of starting another lengthy period 
of judicial construction. 
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HAT is the tax effect of a trans- 
W action which involves the buying 
out of a stockholder? Ordinarily a 
stockholder is free to sell his invest- 
ment in any way he sees fit, and at any 
price. Such a sale will result in a gain 
or loss to such stockholder, measured 
by the difference between his basis 
and the proceeds received therefor. 
This will be a long-term or short-term 
capital gain or loss, depending upon 
his holding period. 

My paper is more related to the 
situation of a stockholder in a small 
or close corporation; that is, where 
there are only a few stockholders. In 
such cases there are several reasons 
which often make it desirable or nec- 
essary to buy out a stockholder, such 
as the retirement of an active stock- 
holder, illness, financial difficulties, dis- 
agreement, or death. 


Buy and Sell Agreements 


It is often the desire of the stock- 
holders in a close corporation, because 
of their close corporation, that they 
prevent outsiders from coming into the 
business and, therefore, agreements 
commonly known as “buy and sell 
agreements” are entered into among 
themselves, which place certain restric- 
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How to Buy Out a Stockholder 


By Henry T. Kirkesye, C.P.A. 





tions on the disposition of the stock. 
These agreements cover the case of 
a stockholder who wishes to sell, or 
provides for disposition of his stock 
upon his death. The usual require- 
ments call for an option to purchase 
on the part of the other stockholders, 
first on a pro rata basis, then other- 
wise. These options usually have a 
time limit, say maybe of thirty, sixty 
or ninety days, and in some cases even 
a year. If the options are not exer- 
cised, then sometimes a further option 
is extended to the corporation to buy- 
in the stock. This, too, may have a 
limitation as to time. If neither option 
is exercised, then the stockholder, his 
fiduciary or heir, is free to sell the 
stock in any manner he sees fit. Usually 
the existence of an agreement is evi- 
denced by an endorsement on the stock 
certificates. 

Some agreements impose an abso- 
lute obligation to buy on the part of 
the stockholders. This can be done 
and is an enforceable contract. Some- 
times there is an absolute obligation 
for the corporation to buy; but this 
must be carefully watched in that a 
corporation cannot be bound unless 
it is in a position to buy or redeem 
the stock in accordance with the pre- 
vailing statutory law of the State of 
incorporation. As you probably know, 
under New York law a corporation can 
purchase its own stock only providing 
it has sufficient surplus. 


Value of Stock 
A very important factor in these 
agreements is the fixing of a value for 
the stock. The agreement should de- 
finitely set forth a fixed amount, or a 
basis for determining a value, with 
provisions for making periodical 
changes. Most often the change is 
made annually; but in some instances 
shorter periods may be preferable. In 
many instances book value is used as a 
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basis. Book value, however, might not 
be a very good indication of an equi- 
table or fair value. For instance, there 
may be a considerable difference in 
the market value of underlying assets 
of a corporation as compared with the 
value shown on the books. For ex- 
ample, take inventory — inventory 
might be reported on the books at cost, 
or lower of cost or market, or even 
on the “lifo’’ method ; whereas the cur- 
rent realizable value may be consider- 
ably in excess thereof. 


Another good example of extreme 
differences in value is often found in 
connection with fixed assets. The real 
value of land, buildings, machinery 
and equipment is often greatly in ex- 
cess of book value. The market values 
of other items, such as accounts re- 
ceivable, patents or investments may 
differ from book values. Prepaid ex- 
penses, deferred income, liabilities, 
claims, reserves, suits, etc. must also 
be considered. This country is noted 
for its frequent revisions of values 
due to its growth and fluctuating eco- 
nomic trends. Sometimes these trends 
are called “inflation”. or ‘deflation’, 
but we all realize, of course, that 
changing values resulting therefrom 
are not usually expressed on the books 
of a company. 


Another very important item which 
causes many headaches is the matter 
of good will. Often there is consider- 
able good will value which is attached 
to a corporation but which is not ex- 
pressed on its books. Many times 
this item may be overlooked or de- 
liberately omitted. How this is to be 
treated in an agreement must be de- 
cided and based on the facts peculiar to 
each situation. Fixed values or for- 
mulas may be used. The federal for- 
mula usually is an allowance of a rate 
of return on net worth and the capital- 
ization of excess earnings as good 
will; while the New York rule usually 
is multiplying the average net profits 
of a number of years by a number of 
years of purchase. 
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Tax Aspect of Fixed Value 


Now what is the relationship of an 
agreed value to the tax picture? We 
are principally concerned with value 
either in the computation of a gain or 
loss, or as a value upon which estate 
and inheritance taxes apply. There 
have been many cases in connection 
with values fixed by restrictive agree- 
ments, and the courts have blown hot 
and cold as to whether such restric- 
tive values fix a definite fair market 
value for tax purposes. 

At this time it may be of interest 
to note that only under date of August 
17, 1953, the Treasury Department is- 
sued Ruling 157 and gave a set of 
facts based on a _ court decision 
whereby a decedent and another tax- 
payer each held 50% of a corpora- 
tion’s stock; and in accordance with 
the by-laws of the corporation (which 
again is a manner of a restrictive agree- 
ment), after the death of either stock- 
holder the Board of Directors had a 
thirty-day option to purchase such 
stock at a price which would reflect 
fair value exclusive of good will. It 
was held that regardless of this agree- 
ment, the Commissioner, for federal 
estate tax purposes, would not be pre- 
cluded from evaluating the  share- 
holder’s interest to include good will. 
The authority cited for this ruling af- 
fecting the stock of a corporation was 
the Estate of George Marshall Tram- 
mel, which involved a partnership; but 
the ruling, while distinguishing these 
two cases, said “that distinction is not 
deemed material.” The correctness of 
this ruling is open to question. 


Under date of September 14, 1953, 
the Treasury Department issued Rul- 
ing 189 citing, among other authori- 
ties, the aforementioned Ruling 157, 
holding that restrictive agreements 
providing that an owner of corporate 
shares must first offer them to certain 
interested individuals at a fixed price 
or a price ascertainable by application 
of a particular formula, are not bind- 
ing upon the Commissioner in deter- 
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mining valuations for gift tax pur- 
poses. There may be some merit to 
this contention in respect of gift taxes; 
but I feel that when the Treasury De- 
partment determines a value for estate 
tax purposes greatly in excess of what 
the deceased’s estate can ultimately re- 
ceive, it is stepping out of the bounds 
of reality. 

Of course, in the case of a death, 
if the stock is sold within a year of 
decedent’s death the proceeds could be 
the value subject to estate taxes if the 
fiduciary elects to be taxed under 
the optional method. As you know, 
for federal estate tax purposes the 
gross estate is based on fair market 
value as of date of death; or, if an 
election is exercised, at the values one 
year from date of death of those as- 
sets still in the estate, plus the realized 
values of the assets disposed of dur- 
ing that period. Thus, the exercise of 
such an election would make the ques- 
tion of fair market value at date of 
death academic; but it does seem 
strange that the Commissioner could 
hold that the value at date of death 
might be far in excess of the value 
fixed by this agreement and yet have to 
accept that value because of a closed 
transaction after the date of death. 
This optional method does not hold 
true in respect of some State inher- 
itance taxes. I wish to repeat here 
that while these restrictive agreements 
are originally and mainly designed for 
purposes of the stockholders them- 
selves, they are not at all times bind- 
ing upon the Treasury Department 
and the courts in connection with tax 
purposes. I believe the courts, how- 
ever, place considerable weight on 
such agreements and they are an im- 
portant factor to be considered. I know 
of certain instances where for estate 
tax purposes I could determine that 
the fair market value of the stock at 
date of decedent’s death was consider- 
ably less than the amount of an agreed 
value for repurchase; but there is no 
question in my mind but that the 
Treasury Department in that case 
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would hold that the higher agreement 
value was the fair market value. 

Another problem in connection with 
the fulfillment of these restrictive 
agreements is the matter of payment 
in the event of a sale of stock be- 
tween living stockholders. This can be 
arranged for either by lump-sum pay- 
ment, or by installment arrangements. 
You all know, of course, the advan- 
tages or disadvantages taxwise of re- 
porting profits on an installment basis. 
If the corporation is the purchaser, 
steps should be taken to see that the 
redemption is a complete transaction 
within one taxable year. 

Certain financial considerations ne- 
cessitate arrangements for providing 
funds for the purchase of stock. This 
is ofttimes done through insurance. 
Insurance can be arranged by a corpo- 
ration and, upon the death of a stock- 
holder, the proceeds thereof payable to 
the corporation can be used to pur- 
chase the stock. This has the advantage 
of creating a surplus from which the 
stock can be purchased, as well as 
the funds. As you know, the premiums 
on such insurance policies are not de- 
ductible by the corporation ; but neither 
are the proceeds regarded as taxable 
income. There is a question as to 
whether the amount of such proceeds 
going into the coffers of a corpora- 
tion would tend to increase the value 
of the stock for tax purposes. Some 
cases have so held. This, of course, 
applies only in case of death. 


In connection with insurance I 
might give an example of a recent case 
which came to my attention. Three 
stockholders are about to enter into a 
buy and sell agreement. A value is 
being fixed which represents a one- 
third interest in the net worth of the 
corporation. This value is to be 
changed each year by agreement after 
receipt of the auditor’s report. It so 
happens that the net worth of this 
corporation is equivalent to the fair 
market value of the underlying as- 
sets. The corporation, however, -has 
three insurance policies on these stock- 
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holders, it being the intention to use 
the proceeds thereof towards the ac- 
quisition of the stock of a deceased 
stockholder.' Under the terms of the 
agreement as contemplated, the de- 
ceased stockholder would not share in 
any of the increment of the proceeds 
over the cash surrender value of the 
insurance policy on his life. It 1s 
true that the annual established value 
will take into consideration the cash 
surrender value of the policy; but it 
overlooks entirely the matter of the 
proceeds. A suggestion was made, 
therefore, to qualify the agreement — 
that in the case of death of a stock- 
holder, the value should be the stated 
value plus one-third of the difference 
between the cash surrender value and 
the insurance proceeds. 


Redemption of Stock 


I shall now get back to the tax 
treatment of the proceeds of sale or 
redemption by a corporation. Or- 
dinarily there is a return of capital 
where all shares of a stockholder are 
sold or redeemed, and a gain or loss 
may result. In the case of redemption 
by a corporation, however, attention 
is called to Section 115(g) of the In- 
ternal Revenue Code, which reads as 
follows: 

“If a corporation cancels or redeems its 
stock (whether or not .such stock was 
issued as a stock dividend) at such time 
and in such manner as to make the distri- 
bution and cancellation or redemption in 
whole or in part essentially equivalent to 
the distribution of a taxable dividend, the 
amount so distributed in redemption or 
cancellation of the stock, to the extent 
that it represents a distribution of earn- 
ings or profits accumulated after February 
28, 1913, shall be treated as a taxable 
dividend.” 
wish to bring out that this paragraph 
says “in such time and in such man- 
ner.” There have been numerous cases 
regarding this and it is of extreme 
importance taxwise. 

The Regulations state that the ques- 
tion whether a distribution in connec- 
tion with a cancellation or redemption 
of stock is essentially equivalent to 
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the distribution of a taxable dividend, 
depends upon the circumstances of 
each case. A cancellation or redemp- 
tion by a corporation of a portion of 
its stock pro rata among all the share- 
holders will generally be considered 
as effecting a distribution essentially 
equivalent to a dividend distribution. 
On the other hand, a cancellation or 
redemption by a corporation of ail 
of the stock of a particular share- 
holder, so that the shareholder ceases 
to be interested in the affairs of the 
corporation, does not effect a distribu- 
tion of a taxable dividend. I em- 
phasize the redemption of all of the 
stock of a particular shareholder. 
There is a case where two families 
held stock in a corporation for a period 
of years. One of the stockholders 
died and the estate needed some money 
to pay off debts. The probate judge 
suggested that the estate sell the re- 
quisite number of shares of the cor- 
poration to realize an amount suffi- 
cient to pay the debts, rather than 
have the corporation declare a dividend 
which would belong to the heirs. The 
corporation agreed to this and a spe- 
cified number of shares at par value 
were purchased from both share- 
holders and were immediately can- 
celled. The courts held that this pur- 
chase was a redemption essentially 
equivalent to the distribution of a tax- 
able dividend. Two of the factors con- 
sidered important by the court were 
the pro rata distribution and that in- 
itiative for distribution came from a 
stockholder who needed cash. It is 
noted, however, that in this case all 
the shareholders surrendered a propor- 
tionate amount of their stock. There 
probably would have been no question 
if all of the stock of the deceased 
stockholder only had been acquired. 

In another case decided in the 
United States Circuit Court of Ap- 
peals in 1951, the issue was that a cor- 
poration had acquired from two or 
three principal stockholders a certain 
proportionate amount of their stock; 
and it was held that this distribution 
was the equivalent of a taxable dis- 
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tribution. One of the factors con- 
sidered by the court again was that 
the initiative for distribution came 
from the majority stockholders need- 
ing money. It was also noted in this 
case that this redemption was not even 
pro rata among all stockholders. These 
cases had nothing to do with a buy 
and sell agreement but have been men- 
tioned to show the consequences of a 
distribution or redemption by a cor- 
poration. This points up that a buy 
and sell agreement cannot provide for 
pro rata redemptions without the 
great danger of taxable distributions. 
Such agreements should limit the re- 
demption to only the stock of the de- 
ceased or selling stockholder. Of 
course, complete or partial liquidation 
of the corporation will not result in a 
taxable dividend. 

An acquisition of stock of an is- 
suing company through the use of a 
controlled corporation may be regarded 
as a taxable distribution by reason of 
Section 115(g) (2), added to the In- 
ternal Revenue Code by the Revenue 
Act of 1951. Controlled means owner- 
ship of stock directly or indirectly of 
50% or more of the voting stock, or 
50% or more of the total value of all 
classes of stock. Naturally, this is such 
a new section of the Code that there 
have been no cases in connection 
therewith; but I expect there will be 
many. 

| mentioned before that arrange- 
ments could be made for payment of 
the stock on an installment basis. This 
may be dangerous from the point of 
view of a corporation entering into 
such agreement, in that installment 
payments might not be regarded as a 
complete redemption of all of the stock 
of a taxpayer in respect to one year. 
If all the stock is surrendered at time 


of redemption it might cover the com- 
plete redemption part; but partial sur- 
renders at time of payments might not 
be so considered. 


There is a section of the Internal 
Revenue Code, namely, Section 115(g) 
(3), which provides in effect that there 
would be no determination of a tax- 
able dividend where a part of the stock 
was acquired from an estate and the 
proceeds thereof are to be used to pay 
death taxes. This determination in 
respect of redemption is limited, how- 
ever, to only that amount of stock 
which is necessary to pay the estate 
taxes. A further requirement for this 
is that the stock of the decedent must 
be more than 35% of the value of the 
gross estate of such decedent. Thus, 
it is possible to have a redemption of 
part of the stock of the corporation 
belonging to the estate, without the 
distribution being considered a tax- 
able dividend. This does not eliminate, 
however, the possibility of gain or 
loss, if any. It is well to remember 
this section, as it could have a bearing 
on meeting certain conditions in a buy 
and sell agreement. I have in mind the 
agreement providing for the corpora- 
tion to buy that amount of stock which 
meets the restrictions of this section, 
leaving the balance to be purchased by 
the other stockholders. 


In conclusion, I repeat that buy and 
sell arrangements, which for the most 
part are principally designed for the 
benefit and protection of stockholders, 
nevertheless, can have tax  conse- 
quences which must not be overlooked 
when such agreements are under con- 
sideration. Furthermore, consideration 
of redemption of stock on the part of 
corporations must be carefully re- 
viewed to avoid substantial tax liability. 
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THEORY OF ACCOUNTS 
Friday, November 6, 1953—1.30 to 5 p. m., only 


This paper is intended to test ‘the extent of your knowledge of accounting theory and 
your ability to apply the knowledge you have acquired. Due weight will be given to the 
arguments presented to support your answer to each question, even though the examiners 
may not agree with your conclusions. 

Group I—Answer any two questions out of this group of three. 

1 [20] 

The following information relates to the purchase of an asset that was paid for by a 
trade-in of an old asset and the balance in cash: 


Ritat eDiAOO Ok ROW ANSEL Sv ci5.0:5: 510 s/o Kesaulece sihoe eoisioisieies $10,000 
UA TAPER NECREMEN 855,270 Meier cre sista le's 0 ole sce Gro al ialaieie etait ua ainuTaty otaie 5,800 
LEGSE TAT COMDANBOL os cic ob.0ie eo nro eaicia'e.oo8 bo poled o's eae eases 8,000 
Depreciation reserve—old asset..........cescessseseees 5,000 
Second-hand market value—old asset..............2000- 3,600 


a You are to prepare journal entries to show three different methods of recording 
the transaction. 
b Following each entry give an explanation of the reasoning behind that method of 
recording and indicate the circumstances in which it might be appropriate. 
2 [20] 

Item A—Corporation X manufactures at a finished cost of $20.00 per unit and sells to 
Corporation Y @ $25.00 per unit. Corporation Y leaves its inventory of Item A in the 
warehouse of Corporation X, withdrawing only as needed and pays to Corporation X storage 
at the rate of 50¢ per unit per month. The quantity in the inventory of Corporation Y at 
December 31 was purchased six months previously. Corporation Y resells at $40.00 F.O.B. 
shipping point which is the same price at which Corporation X sells to others. 


Item B—Corporation X owns and operates a mine from which Item B is extracted. The 
average cost of mining Item B is $5.00 per ton. The cost of the mine and development 
thereof is subject to depletion at the rate of $2.50 per ton. The cost of loading on freight 
cars averages $1.00 per ton. Corporation Y purchases from Corporation X at cost F.O.B. 
the mine and transports to its plant, paying freight of $1.50 per ton. Corporation X sells 
approximately 75% of its mined product to others at a price of $15.00 per ton F.O.B. the 
mine and Corporation Y sells at a substantial profit after refinement. 


Item C—Corporation X buys manufacturing supplies at a price of $50.00 per unit less 
trade discounts of 10/10/20. A portion of the supplies purchased by Corporation X are 
resold to Corporation Y at a price of $41.00 F.O.B. Corporation Y’s plant. The freight, 
paid by Corporation X, amounts to 50¢ per unit. Corporation Y does not have access to the 
market from which Corporation X buys. 


Item D—Corporation X manufactures this item at the average cost of $29.00 per unit 
and sells its total output to Corporation Y @ $35.00 per unit, F.O.B. Corporation X’s plant 
under terms of a firm contract. The freight amounts to $2.00 per unit. The amount obtain- 
able from Corporation X is only about 50% of the quantity required by Corporation Y. 
The balance of Corporation Y’s requirements are obtained from other sources at a price of 
$32.50 per unit, F.O.B. Y’s plant. Y resells this item at a price which yields $34.00 per unit 
after allowing for sales and handling expense. 


Item E—Corporation X manufactures at a cost of $6.00 per unit and sells to Corpora- 
tion Y and others @ $5.00 per unit F.O.B. Corporation X’s plant. The freight to Y’s plant 
amounts to 75¢ per unit. Corporation Y processes this item and sells at a profit. 
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Required: Consider that there were 10 units of each of the five items in the inventory 
of each corporation at the end of their concurrent fiscal years. You are to show the proper 
valuation at the lower of cost or market for inventory purposes in the financial statements, 
and to explain in connection with each valuation the reason for using it. Answer for each 
item separately. 

a In the financial statements of Corperation X and Corporation Y assuming there 
is no relation between the two corporations. 

b In the consolidated financial statements assuming Corporation Y is a wholly owned 
subsidiary of Corporation X. 


3 [20] 
a Explain the basic difference in the method of accounting for joint products and for 
by-products 
b State the conditions under which an item should be treated as a by-product rather 
than as a joint product. 
c Explain the two principal methods of assigning joint costs to the joint products 
and state the circumstances under which each would be appropriate. 


Group II—Answer any five questions out of this group of seven. 


4 [2] 
a Define the following terms as used in relation to depreciation of fixed assets: 
(1) unit basis, (2) group basis, (3) composite basis. 
b Explain how retirements are handled under each of the above three bases for 
computing depreciation. 
c Give the arguments for and against the three bases. 


5 [22] 
A manufacturing company using the LIFO method for valuation of raw materials 
applies a write-down of certain materials to reduce their value to market which is lower than 
the LIFO basis. 
a Give arguments for and against this write-down. 
b Is the write-down deductible for Federal income taxes? 
c Assuming a write-down is made, state how it should be treated in financial state- 
ments issued to stockholders. 
6 [12] : 
Your client, a retailer, has recently taken occupancy of property under the terms of a 
ten-year renewable lease. In this connection, you note the following items of information: 
a Annual rental under the lease is $12,000. 
b At a cost of $60,000 your client has made leasehold improvements that have an 
estimated life of 30 years. 
c The lease calls for removal of the improvements at the expiration of the lease. 
It is estimated that this will cost $15,000 net of salvage. 
Required: Describe fully the treatment of each of the above items in the financial 
statements. Justify the treatments you describe. 


7 [22] 

a State the rule followed by a company in converting foreign currency into U. S. 
dollars on (1) fixed assets of branches in foreign countries, (2) inventory of 
merchandise bought by the foreign branch in that country. 

b If your basis of conversion differs as to the two items listed in a, explain why 
there is such difference, including a discussion of the accounting principles that 
are involved. 


9 [i2 

Consolidated statements are frequently presented for a parent company and its subsidiary 
or subsidiaries. There are a number of reasons for their use in presenting financial data. 
However, such statements are subject to several limitations in the usual situation. You are 
to state and explain the limitations of consolidated statements. 


9 [12 
State and explain the considerations involved in deciding whether a general contractor 


should take up revenue on the “completed contracts” basis or on the “percentage of comi- 
pletion” basis. 
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10 [12] 

What conditions must exist or what requirements must be met to make the following 
changes in accounting methods of reporting income under the Federal income tax regula- 
tions: (a) from cost to retail method, (b) from accrual to installment method, (c) from 
“cost or market, if lower” to “LIFO” valuation method? 
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COMMERCIAL LAW 
Friday, November 6, 1953—9 a. m. to 12.30 p. m. only 


Reasons must be stated for each answer except for objective type questions; no credit 
will be given for an answer unsupported by a statement of reasons. Whenever practicable, 
give the answer first and then state reasons. Answers will be graded according to the 
candidate’s evident knowledge of the legal principles involved in the question rather than 
on his conclusions. Answers to questions involving negotiable instruments, partnerships 
and sales should be based on the provisions of the pertinent Uniform Law. 


Group I—Answer all questions in this group. 
1 [19] 
a Under what circumstances may an action for damages arising out of non-per- 
formance of a sales agreement be brought by (1) the buyer against the seller, 
(2) the seller against the buyer? 
b Where there is a breach of warranty by the seller of goods, what are the various 
remedies available to the buyer? 
> Where the buyer has selected and has been granted a remedy for breach of war- 
ranty, may he seek thereafter to enforce one of the other remedies? 
d State what is the measure of normal damages for a seller’s breach of warranty. 


2 [10] 

a Define tender of performance of a contract. 

b Dan owes several debts to Clem. Dan pays a sum of money on account and asks 
at the time of payment that it be applied to a specific debt. Is Clem obligated to 
do so? Explain. 

c Where a part payment is made on an interest-bearing debt, how is the sum applied 
as between principal due and overdue interest (1) where the debtor directs 
application to the principal, (2) where the debtor makes no statement as to 
application ? 


3 [10] 
a (1) What is the effect of knowingly making a promissory note payable to a 
fictitious person? 
(2) By whom may a bill of exchange be protested? 
(3) In a promissory note how does an indorsement in blank differ in form and 
legal effect from a special indorsement ? 
b D drew a sight draft on P, payable to the order of X. X peerenien the draft to 
P, who writes on it, “Accepted payable in ten days, P.” X did not notify D. 
At the expiration of ten days, P hid not pay the draft. X then sues D. 
(1) Is D liable? Why? 
(2) What are the rights and liabilities of the holder, X, and the drawer, D, in 
this situation? 





4 [19] 

A, B and C were partners in the drug business. Under the partnership _ articles, A 
was to act only as manager while B and C were to purchase supplies for the firm. A and 
B had contributed $10,000 each to the capital of the firm, while C contributed the store 
building in which the business was carried on, retaining the title in his own name. Answer 
the following questions, using the Uniform Partnership Act as the basis for your answers: 

a If nothing is said in the partnership agreement as to sharing profits, how much 
would A, ,B and C each receive out of a $9,000 profit earned at the end of the 
first year? Explain. 
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b If A should contract to buy drug supplies from X, a wholesaler, making the con- 


ing tract in the firm name, can the firm be held for the contract? Why? 
ci c If B and C should decide, against A’s wish, that the firm should open a hardware 


store in a distant town, may they do so? Why? 

d If C should sell and convey in his own name the store building to T, who knew 
nothing of the partnership’s interest in the building, could T obtain the title to 
the building? Why? 

e Could C and B prevent A from assigning his interest in the partnership to Q? 
Explain. 

Naat 

a What are “blue sky” laws? 

b Name five of the more common rights and privileges of a stockholder of a 

dit corporation. 


wn 


ole, c Explain the right of stockholders to acquire new stock (1) where the stock is 
the held as “Treasury Stock,” (2) where unissued stock is to be sold. 

te d What are the essential records that should be kept by a corporation? 

; 


Group II—Answer any five questions in this group. 


6 [19] 

er- a Jones and Burns, who are partners, use several automobiles in their business. 

ler, Also, each partner individually owns other cars. Together they call on Allen, 
a second-hand car dealer, who knows the facts, and they direct him to “sell all 
our automobiles.” 

What is Allen’s authority as to the partnership cars and the cars individually 
owned by Jones and Burns? Explain. 

b Peters authorizes and directs Smith to purchase 100,000 bushels of wheat and to 
charter a steamer on which to ship it. Later, and before Smith has acted, Peters 
telegraphs Smith not to buy the wheat. 

Does Smith still have authority to charter the steamer? Explain. 

c Albert shipped to Burt 100 bales of hops. The agreement specified that they were 
to be of a certain grade. Upon examination by Burt it was claimed that they 
were not of that grade. The sales agent of Albert who made the sale to Burt 
agreed to relieve Burt from liability and to have the hops shipped elsewhere. 
This was done and they were sold at a price less than that to be paid by Burt. 
Albert refused to accede to the agent’s acts and sued Burt for the amount of 
his loss. 

Should Albert recover in view of the agent’s agreement? Explain. 

d On misrepresentation of heing Paul’s agent, George contracts to buy goods, intend- 
ing to purchase for himself but using Paul’s name to obtain credit. This comes 
to Paul’s knowledge and, as the contract is very advantageous, Paul wishes to 
obtain it. 

Can Paul obtain the contract? Explain. 
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nd 7 [19] 


a State the important respects in which the legal status of a genéral partnership 
D. usually differs from that of a corporation. Give at least four. 


b What does the term “person” include as used in the Uniform Partnership Act? 

c On dissolution of a partnership, one or more partners exercise authority as to 
winding up the business. In what special capacity do these partners act? 

d In the voluntary dissolution of a limited partnership, in what order are the remain- 
ing assets distributed to partners after all liabilities to creditors have been paid? 


8 [10] 
a State the doctrine of substantial performance of contracts. 
b Define the following terms: (1) receipt, (2) release, (3) mutual release, (4) 
general release. 
oh c On what grounds can the finality of a release be attacked? 
he d Distinguish between general and special damages for breach of a contract. 
e What are liquidated damages? 
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Q [10] 
a Define a contract of suretyship and a contract of indemnity. 
b What is meant by a “surety’s right of contribution”? Explain how the amount of 
contribution is determined. 
¢ Where Able and Baker are sureties on the bond of an insolvent principal and 
Able, without knowing of the existence of Baker as a surety, is compelled to 
pay the entire debt, what remedy, if any, has he against Baker? Explain. 


10 [19] 
a In order that a person may acquire title to real estate by adverse possession, what 
must he have done with respect to the property? 
b Name and describe the four major types of tenancies between landlord and tenant. 
c What is the difference between a quit claim deed and a warranty deed? 


11 [10] 

On your paper you are to list the numbers ] through 10. Opposite each number you 
are to write the word true if the corresponding statement is true or the word false if the 
corresponding statement is not true. Your answers should be based on the Uniform Negoti- 
able Instruments Law. Grade will be computed on the number of correct answers. No 
reasons need be given. 

(1) A negotiable instrument must be dated. 

(2) A person may acquire the rights of a holder in due course of a negotiable instru- 

ment without being a holder in due course. 

(3) An accommodation party is liable to the party accommodated. 

(4) In the absence of special agreement, indorsers are liable prima facie to one another 

in the order in which they indorse. 

(5) A holder may strike out any indorsement not necessary to his title. 

(6) Lack of consideration in the original making of a note is a defense that can be 

maintained against a holder in due course. 

(7) Forgery in the original making of a note is a defense that can be maintained 

against a holder in due course. 

(8) Incapacity to contract is a defense that can be maintained against a holder in due 

course. 

(9) A qualified indorser undertakes that the instrument will be paid at maturity. 

(10) A general indorser warrants that all prior parties had capacity to contract. 


12 [19] 
On your paper you are to write the numbers 1 through 10. Opposite each number you 
are to write the word true if the statement is true or the word false if the statement is not 
true. Base your answers on the most general rule of law. Grade will be computed on the 
number of correct answers. No reasons need be given. 
(1) A written promise can be enforced as a contract without consideration being 
received in return. 
(2) A contract to sell a watch worth $100 for $75 is unenforcible for inadequacy of 
consideration. 
(3) A written promise by a debtor to pay a debt barred by the statute of limitations 
is enforcible without new consideration. 
(4) A promise by the promissor to perform an act that the promissor is already legally 
bound to do offers sufficient consideration for a new and different contract. 
(5) A claim for money, the amount of which is not in dispute, may be discharged by 
the payment of any amount upon which the parties agree. 


Data for questions 6-10 

A owned a house and lot which he leased to B. B erected a two-car garage at the rear 
of the lot and placed a sign “B’s Woodcraft Shop” over the door. In the garage B put in 
a work bench, an electric motor, a lathe and electric lights. B also put in a radiator and 
laid pipes connecting it with the heating plant in the house and also laid down a cement 
walk to the house. 

A later mortgaged the premises to C. One year later, as a result of A’s failure to 
make payments on the mortgage, C began foreclosure proceedings. Assuming B’s lease is 
about to end, indicate whether each of the following five statements is true or false. 


262 April 





— west 4) be OO 


— =e 


a 


und 


er 


be 











The 116th New York Certified Public Accountant Examination 


(6) B may remove the garage from the premises. 

(7) B may not remove his lathe from the garage. 

(8) B may remove his electric motor from the garage. 

(9) B may not remove the work bench from -the garage. 
(10) C has a right to demand that the cement walk be left in. 


x 


AUDITING 
Thursday, November 5, 1953—9 a. m. to 12.30 p. m., only 


Write your answer clearly and concisely, being particular to express your own 
knowledge, for on that is based the rating. Avoid quotations from authors. Credit will be 
allowed not only for accuracy of answer but also for technic. 


Answer any eight of these nine questions. 

1 [12%] 

On May 15, 1952, you are engaged to make an audit of a corporation whose records you 
have not previously examined. Your client is a retail coal dealer with a fiscal year ending 
May 31. Perpetual inventory records are in use and sales are accumulated both as to dollar 
amount and tonnage for each type of coal sold. A part of the coal on hand at May 31, 
1952, is stored in loading bins while the remainder is piled in the open or contained in 
railroad cars. 

a List audit procedures to be followed in the verification of inventories at May 31, 
1952. 

b Assuming that no audit had been made at May 31, 1951, suggest procedures to test 
the credibility of cost of goods sold. 

2. [124] 

The independent certified public accountant should not express the opinion that the 
financial statements present fairly the position of the company and the results of its 
operations, in conformity with generally accepted accounting principles, (1) when his 
exceptions are such as to negative the opinion, or (2) when the exé imination has been 
less in scope than he considers necessary to express an opinion on the statements taken 
as a whole. 

a Describe fully a situation in which an auditor can not express an opinion because 
his exceptions are such as to negative the opinion. Give a full explanation of 
the criteria applicable in making this decision. 

b Describe fully a situation in which an auditor can not express an opinion because 
his examination has been less in scope than he considers necessary. Explain 
why you think no opinion should be expressed in the situation which you 
describe. 

c Draft an appropriate short-form audit report which an auditor might submit in 
Situation given in your answer to 


2 [12% ] 

a In 1952 your client, the T.E.L. Video Corporation, was licensed to manufacture 
a patented type of radio tube. The licensing agreement called for royalty 
payments of ten cents for each tube manufactured. What procedures would 
you follow in connection with your regular annual audit as of December 31, 
1952, to satisfy yourself that the liability for royalties is correctly stated? 

b After your audit of the T.E.L. Video Corporation was completed, they asked you 
to prepare a certified report for the owner of the patent on the radio tube, 
covering therein your findings as to Royalty payable. Prepare the report that 
you would submit. (You may make an assumption as to any figures, if you 
wish to use them.) 


4 [12% ] 
_X Corporation is a medium-sized manufacturer of equipment and has a fiscal year 
ending April 30th. The useful life of its product is rarely over ten years. New models are 
introduced each year. An inventory of repair parts is maintained and a price list of parts 
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is published annually that shows prices to dealers and retail sales prices. These list prices 
are influenced by competitive market quotations. 

Perpetual inventory records of repair parts are maintained in quantities and an annual 
physical inventory is taken. For statement purposes the inventory is extended at current 
list prices to dealers and reduced to cost by application of a computed per cent. 

You are the senior in charge of the annual audit of X Corporation as of April 30, 
1953. When the audit is finished you know your work will be reviewed and you will be 
questioned about the problems in connection with each phase of the audit. In connection 
with the audit of the repair parts inventory, for example, you will be asked if the inventory 
is included in the inventory certificate obtained from the Client. 

In connection with the audit of the repair parts inventory, what additional questions 
ght you expect to be asked when your work is reviewed? 


5 [12%] 

The Irving Manufacturing Company uses a system of shop orders in its plant. This 
system includes a series of orders for construction and installation of fixed assets, another 
series for retirement of assets and a third series for maintenance work. There are “standing 
order” numbers for minor repetitive maintenance items and special orders for unusual 
or meé jor me inten< ince items. 

In connection with a regular annual audit of the Irving Manufacturing Company prepare 
a program for work to be done on the maintenance orders. Assume that there appears to be 
reasonable internal control in the company. Prepare your program to avoid doing any 
more work than is necessary to meet acceptable auditing standards and explain the purpose 
or objective of each of your proposed steps. 


m 


6 [12%] 

James Thomas opened a retail shoe store in 1949. The business was incorporated under 
the name of Thomas Shoe Fair, Inc. Toward the end of 1952 the corporation made 
purchases far in excess of those previously made. Early in 1953 it filed a petition in 
bankruptcy showing very little inventory and cash but large accounts payable for 
purchases. Thomas asserts that the shoes were sold at very low prices to attract new 
business and that he unwittingly outran his resources. A weekly entry of cash receipts in 
the check book was his only record of sales and the creditors suspect fraud. You have been 
retained by the creditors to investigate. 

a Outline the procedures you would follow in your investigation. 
b Indicate the general contents of your report to the creditors. 


[12%] 
a In what ways can the use of cash registers contribute to the effectiveness of 
internal control over receipts from cash sales? Explain. 

The general ledger of the XY Manufacturing Company contains a Payroll 
clearing account. Debits to the account originate in the payroll section of the 
tactory accounting office. Credits to the account originate in the cost distribution 
section. The company does not use standard or estimated costs. On the 
assumption there is effective internal control over payrolls you are to: 

(1) State the information needed by the payroll section and indicate the source 

of this information. 

(2) State the information needed by the cost distribution section and the source 

of the information. 

(3) State the principal controls over payroll in the system as you have described it. 


NI 


8 [12%] 


You are assigned to the regular annual audit of a Savings and Loan Association. 
In these associations the members’ “savings accounts” constitute the principal source of 
capital funds. Members sometimes obtain loans from the association, pledging their savings 
accounts as sole collateral. 

Prepare in outline form a program for the audit of such loans on savings accounts 


9 [124] 


List and give a brief description of the form and content of the principal exhibits or 
statements needed in a report covering the audit of a municipality. 
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PRACTICAL ACCOUNTING—Part I 
Wednesday, November 4, 1953—1.30 to 6 p. m., only 


The Practical Accounting paper consists of part I and part II. 


Consider carefully each requirement of each problem. Designate each solution by 
number. Consider technic and neatness as carefully as mathematics. 


Begin each answer on a separate answer sheet. Answers are to be written on one side 
of the paper only. Working papers (but not statements) may be in pencil. All other 
papers are to be written in ink. Write your answers legibly to insure credit to which you 
may be entitled. The use of a slide rule is permitted. 


Answers must be written on paper supplied to the candidate by the official in charge 
of the examination. Answers written on other than such paper shall not be accepted by 
the Board. 


Solve problems 1 and 2 and any two of the last three problems. 

1 [15] 

Russel Waters established a retail business in 1950. Early in 1953 he entered into nego- 
tiations with John Jones with a view to forming a partnership. You have been asked by the 
two men to audit Waters’ books for the past three years. 


The profits per client’s statements were as follows: 


Year Ending 12/31 











1950 1951 1952 
ROMS ova ti9° a sracctscaiec' dis aracale trac oraael clakersrabareees eracaenvenets $9,023 $10,109 $10,340 


During the audit, you found the following: 


Year Ending 12/31 
ITEM 1950 1951 1952 








Omissions from the books: 


A Accrued expenses at end of year............... $2,160 $2,904 $4,624 
B Accrued income at end of year................ 200 — — 
C Prepaid expenses at end of year.............. 902 1,210 1,406 
D Deferred income at end of year............... — 610 — 


Goods in transit at énd of year omitted from 

inventory: 
For which purchase entry had been made....... -- 2,610 — 
For which purchase entry had not been made... -- - 1,710 


a 


Other points requiring consideration: 


G Depreciation of equipment had been recorded 
monthly by a charge to expense and a credit 
to an allowance for depreciation account at a 
blanket rate of 1% of end of month balances 
of equipment accounts. However, the sale 
during December 1951 of certain equipment 
was entered as a debit to cash and a credit to 
the asset account for the sale price of....... -— 5,000 -- 
(This equipment was purchased in July 1950 
at a cost of $6,000.) 
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Zear Ending 12/31 ; 
1950 1951 1952 
H No allowance had been set up for uncollectible 
accounts. It is decided to set up one for the 
estimated probable losses as of December 31, 
1952, for: 
RUNNIN So gd we aay cp aenieacimae eae: — — $ 700 
RUDE MOCOUIUG: |. s.0:00.00 4.40006 we vceccenenere — — 1,500 
and to correct the charge against each year 
so that it will show the losses (actual and 
estimated) relating to that year’s sales. 
Accounts had been written off to expense as 
follows: 
PPR AUCOTNES oc ors a sssira lee a aw welilose se. $1,000 $1,200 — 
PA SCIONS | .n 5 cond hls: w'ordcamaore-0 hie Hers — 400 2,000 
POE MOINS. yo oct ucla cies eidalsieln ees aioe — — 1,600 


Instructions: Following is a series of multiple-choice questions bé ised upon the foregoing 
data. You are to select the one correct answer for each question. Assume that accruals of 
any year are reflected in the cash transactions of the following year and that prepayments 
of any year are reflected in the revenue or expense accounts of the following year. 

a Indicate your choice on the answer sheet provided by placing an X in the correct 

column to show the effect: 

(1) On 1950 profit of the omission of accrued expenses as of the end of 1950. 

(2) On 1951 profit of the omission of accrued expenses as of the end of 1950. 

(3) On 1952 profit of the omission of accrued expenses as of the end of 1950. 

(4) On 1951 profit of the omission of accrued expenses as of the end of 1950 and 
1951, when considered together. 

(5) On 1950 profit of the omission of accrued income at the end of 1950. 

(6) On 1951 profit of the omission of accrued income at the end of 1950. 

(7) On 1952 profit of the omission of accrued income at the end of 1950. 

(8) On 1950 profit of the omission of prepaid expenses at the end of 1950. 

(9) On 1951 profit of the omission of prepaid expenses at the end of 1950. 

(10) On 1950 profit of the omission of prepaid expenses at the end of 1951. 

(11) On 1952 profit of the omission of prepaid expenses at the end of 1951 and 
1952, when considered together. 

(12) On 1951 profit of the omission of deferred income at the end of 1951. 

(13) On 1952 profit of the omission of deferred income at the end of 1951. 

(14) On 1951 profit of the omission of goods in transit at the end of 1951. 

(15) On 1952 profit of the omission of goods in transit at the end of 1951. 

(16) On 1952 profit of the omission of goods in transit at the end of 1952. 

(17) On 1952 profit of the omission of goods in transit at the end of 1951 and 
1952, when considered together. 

(18) On 1951 profit of the error in recording sale of asset. 

(19) On 1952 profit of the error in recording sale of asset. 


(20) On the cumulative three-year profits of the failure to use the “reserve” 
method in the yearly charges for uncollectible accounts. 


b Indicate the effect, if any, of the change from the charge-off to the reserve 
method as outlined in item H. Did the change decrease the reported profit, 
increase the veported profit, or have no effect on the reported profit (1) for the 
year 1950? (2) for the year 1951? (3) for the year 1952? 


c In the schedule provided on your answer sheet, compute the net adjustment of 
profit for the year 1951, filling in the net amount of the adjustment necessary for 
each item (A through H) in the problem. 

d Following is the data required for solving questions (1) through (4) below. 


Assuming that your adjustments do not significantly change the profit figures 
for the three years, compute goodwill by each of the following four methods, 
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based upon the uncorrected profits per books. (Assume net assets of $80,000 and 
a normal rate of return of 8%. No goodwill is on the books at present.) 
Method 1—Purchase of past three years’ excess profits. 
Method 2—Payment equal to twice the average past excess profits. 
Method 3—Difference between average past profits capitalized at 8% and 
present net assets. 
Method 4—Capitalization of average excess profits at 25%. 
(1) Goodwill computed by method 1 is (a) $23,072 (b) $10,272 (c) no goodwill 
(d) none of these 
(2) Goodwill computed by method 2 is (a) $7,649 = (b) $6,848 (c) $3,824.50 
(d) none cf these 
(3) Goodwill computed by method 3 is (a) $67,720 (b) $42,800 (c) no goodwill 
(d) none of these 
(4) Goodwill computed by method 4is (a) $8,560 (b) $856 (c) no goodwill 
(d) none of these 

2 [18] 

You have been retained by a fire insurance adjustor to examine the records salvaged 
from a fire which almost completely destroyed the office and warehouse of A, B, and C, 
partners in a wholesale jobbing business. 

Your report, directed to the adjustor, must include an estimate of the inventory value 
as of the date of the fire, January 2, 1953. 

The merchandise handled by the firm is divided into three lines or classes of goods, 
designated as X, Y and Z. Classes X and Y each consist of a number of items that are 
bought and sold without change of form; Class Z consists of one item only for which raw 
material is bought and put through a manufacturing process. 


The following records and data are found to be available: 
(1) Duplicate sales invoices and credit memos, the totals of which are as follows: 


Sales Credit Memos 





SCAN TG acy ac issiais s.teve: 474lei¢leunie sce: erore ciara sterelestare $122,785 $6,585 
ICAL LOIN: colin icinis.cisisis wieis- cia easier ea ace ae ea aNs 110,942 7,582 
eat WOS2 5 cb i5 ons eckncaes dan cann teas 87,451 4,160 


A check of the numbers discloses that approximately 9% of the duplicate sales invoices 
for 1952 are missing. 


(2) Duplicate bank deposit slips without any missing dates: 


ae RIN io odes geet sco Mews diol Eee ata IPE RE e e le $108,066 
Oh hsyik ks Sarita aleiaeacere aisle al pis Se ee Cana 96,008 
MOAR MOS ions asic staat arcacwie ciate ea eee tr asee ea ee Peon 91,150 


Duplicate bank deposit slips were found to represent receipts from accounts receivable 
and cash sales only. You learn on inquiry that the partnership has made a practice of pay- 
ing some expenses out of cash receipts not deposited. The amount of such payments can not 
be determined. 


(3) Purchase invoice files, accompanied by adding machine tapes purporting to show 
the total purchases for each year, with totals as follows: 


Vedi COO. o éced cs cas a ewea ods naar ened eeourecesones $131,616 
Co) 6) | eee ee ae emer Fo Ur eme en erry 117,935 
Wea oie cidcsh cask caw Oe eee ee wae anes NE 76,158 
(4) Inventory sheets, taken by the mangement as of January 1, 1950: 

CLEC. Snr amet oni Weems nr re Net ci $58,500 
TASS oad Sv ds earn einin atta cae eee nea ee were Oe Ree aas 28,080 
Class Z—raw materials. .....¢..esccees eae goad tat 17,550 

—finished, 4/7 of which is raw material............ 16,380 
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The management stated that about 17% was added to the cost of merchandise and raw 
materials in the 1950 inventory to cover freight and handling. A comparison of some of 
the inventory prices with purchase invoices at about the date of the inventory confirmed 
this statement. You find, however, that 2% of net purchases is sufficient to cover freight 
and handling into the warehouse and allow this percentage in all cost computations. 

You ascertain also that 17% has been added to the cost of direct labor and overhead 
in the January 1, 1950, finished goods inventory, and that the overhead is 50% of the direct 
labor. 


(5) Upon examination of the contents of the purchase invoice files you: find that credit 
memos representing allowances on purchases have been listed on the adding machine tapes 
as invoices and included in the totals, as follows: 


MPR Me icici. ctdtic-tedalanay a x sIgmere a Aleta mi wimeat eaten $7,548 
RT IRS se a asa ecg as eracabtaig wiv carlaviovBlaniet Sew inne ise a orhta San cua oe eee 7,225 
RN ie Bhs secu isa Rasa eae biG Ke TG Se eet Om eet Gaa 6,120 


All suppliers of merchandise and materials are circularized with a request for an 
itemized statement of account for the last three years, and these statements show additional 
credit memos in the following amounts: 


| CS | Oy A ER, ee ee eee A Lae MOREL $1,751 
MT ARE Ric elt cone. tina are bias A Tas alae omsreeela ei Ve AES e 3,128 
RON 06d, econ ta ore on Sh agli aceeas cua att aad mene eet eid 5,610 


(6) Raw materials for Class Z are purchased in carload lots, and the invoices for the 
three years show total purchases of $33,000.00. You find that the shop foreman has kept a 
record showing that raw materials, of which the invoice cost was $34,000, have been put in 
process in the three years, and that the proportions of direct labor and overhead to material 
cost have been approximately maintained. 

(7) Analysis of a considerable number of sales invoices, selected in such a way as to 
give a fair sample of the entire file, and comparison with the computed cost of each item, 
give results that are summarized as follows: 

% of % 


Net Gross Profit 


Sales to Net Sales” 


RRS cg. bet a kara Avi wrecg Goes Ald Vie oa SURE MEAG 45% 10% 
MNO, i BAL a, dish Sieg ha, Sea os LAGAN wire AUR ER TNS 26% 15% 
ROMMEL enirs ips guphidis dye oon! % aaa Dies ates Cee 29% 21% 





Required: You are to prepare computation of approximate inventory at January 2, 
1953, including a schedule showing separately the raw materials and finished goods in Class 
Z. (Do not carry out any computations farther than the nearest dollar.) 


Solve two of the following three problems. 

3 [10] 

The partners of Sims and Company agreed to dissolve their partnership and to begin 
liquidation on February 1, 1953. Rowe was designated as the partner in charge of liquida- 
tion. It was agreed that distributions of cash to the partners were to be made on the last 
day of each month during liquidation, provided that there was sufficient cash available. 

The partnership agreement provided that profits and losses were to be shared on the 
following basis: Quinn 20%, Rowe 30%, Sims 30% and Toth 20%. The firm’s condensed 


balance sheet as of February 1, 1953, was as follows: 





AEN G chases, cea ciswacacs $33,440 Accounts payable........ $ 7,120 

RSARRWPIIL <5 corinne plecece tire 20,000 Loan from Quinn....... 5,000 
ROME RESEES as 6:55.50 sis 00 44,510 Capital: 

OBIT 5. 3. ic sisbin.e.aetrels 8,040 

RSW Sierstnsecnr Goes 32,160 

RRIGIAES ssid sah cid prardeecsre aoa 36,340 

PROUD. cia 5cb see's aimee 9,290 

$97,950 $97,950 
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The liquidating transactions for February and March, other than cash distribution to 
partners, are summarized by months below: 





__CASH 
Feb ‘bri uary March 
Liquidation of assets with a book value of: 
SON co ate cattretcusseranisraisrs Waves S blero tan eter eaten $16,440 
PR PB oe aosn sas ctcn eee ohc/aietereed «itl nioeare ete oleae $16,110 
Paid liquidation expenses as incurred........... 2,740 2,460 
Paid to Creditors On AGCOunt «6. <s.s. 06.05 oboe + ieee 5,910 1,210 


Required: Prepare a schedule showing the total amounts of cash distributed to the 
partners at the end of February and March and the amounts received by each partner in 
each distribution. Assume that Rowe made the distributions in such a manner that eventual 
overpayment to any partner was precluded. 


+ [| 
From the following data you are to compute - unit sales price (adjusted to the nearest 
full cent) at which the Howle Manufacturing Corporation must sell its only product in 
1953 in order to earn a budgeted profit (before income taxes) of $60,000. 
The corporation’s condensed income statement for 
1952 follows: 





Sales: (30 OGOR UBS hs x5 3.4. 2-0 reso wea econ cues $450,000 
Returns, allowances and discounts...........+.- 13,500 
Gf: Sale nh 4 eee cca icalonnerenee vee eee = $436,500 
COSE OR BOOS? GOMES hon ek woes ewan mea aetelas 306,000 
Wp RCIE SEB HONG socio s cole. oinsy- cca: an aho pave io mle velar tw avetaleners $130,500 
GTS Cx DENIOS eo. 6585 55 slovendeteawiereeanes $60,000 

A dimiMiStRatiVe EXPENSES... cs cece scot wecedess 30,000 90,000 
Net profit (before income taxes).............. $ 40,500 








The budget committee has estimated the following changes in income and costs for 1953: 


30% increase in number of units sold. 

20% increase in material unit cost. 

15% increase in direct labor cost per unit. 

10% increase in production overhead cost per unit. 

14% increase in selling expenses, arising from increased volume as well as from a 
higher price level. 

7% increase in administrative expenses, reflecting anticipated higher wage and 
supply price levels. Any change in administrative expenses caused solely by 
increased sales volume are considered immaterial for the purpose of this 
budget. 


\s inventory quantities remain fairly constant, the committee considered that, for budget 
purposes, any change in inventory valuation can be ignored. The composition of the cost 


of a unit of finished product during 1952 for materials, direct labor and production overhead, 
respectively, was in the ratio of 3 to 2 to 1. No changes in production methods or credit 
policies were contemplated for 1953. 


[10] 
Rearrange the following balance sheet of the Town of W in acceptable form for 


municipal reporting: 
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Balance Sheet—June 30, 1953 














ASSETS 
Current 
AS eae EPO oe een ED Ee, AAA Tanah eer $ 50,000 
Taxes Receivable (including special assess- 
RRA ROR MOU aa.s arantes So ariresieeein weer 100,000 
Supply Inventories: cisisss ciscicierd a firee a 8a.sigr0 50 10,000 
Investments of Trust Funds............... 30,000 $ 190,000 
Fixed 
Rs echoes sin cainidiasim came emielv Wate Mears $100,000 
RTA: actin iatsieh heobrs ous c<aniensesmion 800,000 
GUNN orcs ao asidanaaesadetioance nee e 50,000 950,000 
$1,140,000 
LIABILITIES 
Current 
Aecounts Payawle ss ssciesesiceseisicwdses $ 10,000 
Fixed 
General Obligations Bonds Payable......... $350,000 
Special Assessment Bonds Payable......... 75,000 425,000 
Fund Equities 
EAE OY, a een eer $ 35,000 
MAG e RAINS 666k OS kwkerntnee lv es alewe eer 40,000 
SERINE og 28 Lok crete nie Nor Saisialaa ate ates 25,000 
Special Assessment Fund...... 0.6.3 sed00- 0: 5,000 
MSEC OR MUI (iase ae j sie ain aw oe wees ee Sooke 600,000 705,000 
$1,140,000 





b The Town of W, for which the balance sheet was prepared in part a, will use 
budgetary accounts. You are to prepare the balance sheet for its General Fund 
at the end of its first month of operation in its fiscal year starting July 1, 1953. 
The following events are to be considered: 

(1) A budget was adopted that provided for property taxes of $210,000 for 
general municipal purposes and for estimated revenue from fees, etc. of 
$23,000. Appropriations were $180,000 for current operations, $20,000 for 
debt service and $35,000 for street and other capital improvements. 

(2) During July purchase orders of $9,400 were placed, $3,150 of which were 
received and vouchered at an actual net cost of $3,078. Payroll amounting 
to $5,185 was vouchered and $14,000 of accounts payable were paid. 

(3) The tax roll was not. completed but $21,000 of 1952-53 taxes were collected, 
$18,350 of which were special assessments. Also, $466 of delinquent taxes 
and penalties were collected. These taxes had been written off and no 
amount was in the current budget for such collections. Miscellaneous fees 
collected, etc. amounted to $2,060. 

(4) Inventory of supplies at the end of the month was $10,400. 


x 


PRACTICAL ACCOUNTING—Part II 
Thursday, November 5, 1953—1.30 to 6 p. m., only 


Solve all problems. 
1 [12] 
The following relates to Federal income taxes. Parts a and b, dealing with items of 
gross income and deductions, respectively, should be answered true or false. However, 
in not more than one sentence, you may give the reason for your conclusion where an 
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explanation seems appropriate. The merit of the explanation will be considered if one is 

given. 

1 Answer true or false and give explanation if you wish to do so. Assume that all 
of the income in question relates to 1952 only. 

(1) Mr. Grey is the sole beneficiary of a trust whose entire corpus consists of 
municipal bonds. The trust was created under the will of Grey’s father 
which stated that the income therefrom is distributable currently. The 
income is taxable to Mr. Grey when received. 

(2) Mr. Roe is an amateur novelist. He submitted one of his works to a contest 
and was awarded first prize, consisting of $5,000 in cash. The proceeds 
are tax-free. 

(3) In 1950, Mr. Brown was injured in an automobile accident and commenced 

a negligence action against the owner of the other vehicle. No medical 
deduction was claimed for expenses incurred in this connection. In 1952, 
Mr. Brown received $50,000 in damages pursuant to a judgment rendered 
in his favor. The full amount is taxable. 

Mr. Doe is the sole stockholder of the X Corporation. The corporation was 
formed in 1947 and the basis for Doe’s stock is $250,000. The corporation’s 
tax returns filed for its first five years (all of which were accepted as 
filed by the Treasury) showed net operating losses of $20,000 for each 
year. This was properly shown on the balance sheet at December 31, 
1951, as a deficit of $100,000. For 1952 taxable income of $50,000 will be 
reported, but no tax will be payable, due to the net operating loss deduc- 
tion. In December 1952 a dividend of $50,000 was paid to Mr. Doe after 
having obtained an opinion from counsel that state law was_ not violated 
thereby. The full amount of this distribution is a return of capital and 
therefore tax-free. 

(5) Mr. White’s mother made a gift to him on his birthday (June 15, 1952) 
consisting of 100 shares of General Motors stock, at which time the quoted 
market price was $60 per share. Mr. White should report $6,000 as 
taxable income in his 1952 return. 

(6) Mr. Smith owns a ranch for which he purchased ten head of cattle on 
October -1, 1951, at a cost of $500, to be used for breeding purposes. 

use On July 1, 1952, all of these cattle were sold for $1,400. Depreciation 

‘und from date of acquisition to July 1, 1952, was $100. The profit of $1,000 

953. is ordinary income. 

(7) Mr. Smith acquired his ranch in 1940 by paying $50,000 in cash and obtained 
a mortgage loan of $100,000. From date of acquisition to 1952 the mort- 
gage has been reduced by amortization payments of $28,000, leaving a 
balance of $72,000. During 1952, Smith repurchased his mortgage note 
(which was in negotiable form) for $50,000. Smith realized no taxable 

vere income on this transaction. 

ting (8) The X Corporation, as described in question a (4) above, has had no taxable 

income during the period from 1947 (inception) to 1951. In its first year 

sted, it paid and deducted a certain franchise tax amounting to $2,000. During 

AXeS 1952, after several administrative hearings, a refund was obtained. The 

| no full $2,000 is tax-free in 1952. 

rees (9) The A Corporation owns a parcel of vacant land that was occupied by a 
tenant in 1952. The lease agreement provided that in lieu of rent the 
tenant shall erect a certain structure on the land, which would revert to 
the A Corporation upon expiration of the term of the lease (one year). 
The tenant fulfilled its part of the agreement and vacated on December 
31, 1952; leaving a small building having a fair market value of $2,500. 
This amount should be reported as rent income in the A Corporation’s 
1952 return. 

(10) The A Corporation also owns some timber land. By making a proper election, 
it may report on its return long-term capital gains by cutting timber which 
need not be sold before the end of 1952. 

(11) Dees 1952, B Corporation traded in a tractor having an adjusted basis of 

2,000, paid cash of $2,000 and received a new tractor in exchange, having 
of | a fair market value ‘of $5, 000. The $1,000 profit on the exchange should 
ver, be reported as a capital gain. } 

am (12) Mr. Brown owned in the State of Florida an orange grove that he operated 
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profitably for several years and sold during 1952. That portion of the 
profit that he realized from the sale relating to the unharvested fruit 1s 
ordinary income. 


Answer true or false and give explanation if you wish to do so. Assume that the 
following deductions relate to 1952 only. 


The ABC Corporation has an inventory of widgets that has always been 
priced at LIFO. At December 31, 1952, the LIFO inventory is $125,000, 
but market is $100,000. The LIFO inventory may be written down to 
market for Federal tax purposes and the $25,000 difference may be 
charged to cost of sales. 

The C Corporation had accounts receivable at December 31, 1952, aggregating 
$200,000, in respect of which a cash discount of 2% is allowed, if paid not 
later than January 10, 1953. A reserve for discount of $4,000 was recorded 
in the accounts. The offsetting charge to income is deductible. 

The D Corporation sold for $50,000 a plant building which was acquired in 
1940. The adjusted basis of D Corporation for such building was $100,000. 
The $50,000 loss is a capital loss. (Assume that there were no other 
gains or losses on sale of depreciable property or land used in trade or 
business. ) 

The E Corporation acquired a certain machine on January 2, 1952, that cost 
$50,000 and is used in connection with certain government contracts. An 
application for a certificate of necessity was filed and certification was 
received during the year in respect of 65% of the emergency facility. 
If a proper election is made, amortization of $6,500 may be claimed on 
the 1952 return. 

The F Corporation adopted a trusteed pension plan in 1952 that covered 
80% of all personnel. Proper approval was obtained from the Treasury. 
The actuaries informed the company that a payment of $50,000 to the 
trustee was necessary to fund the cost under the plan based upon past 
service, in addition to current service cost of $4,000. The company paid 
$5,000 on December 31, 1952, and $49,000 on March 5, 1953. The full 
amount of $54,000 is deductible in 1952. 

Mr. Green resides in a suburb of Chicago and has recently been appointed 
chief counsel to a government agency in W ashington, D. C. Mr. Green’s 
duties as chief counsel require his presence in Washington during ten 
months of 1952. He can deduct the rent paid for his Washington apart- 
ment, plus other living expenses, inasmuch as Illinois is his permanent 
residence. 

Mr. Jones paid a fee of $1,000 in 1952 to an estate-planning expert for 
drawing a will and advising him with respect to Federal estate taxes. 
This may be deducted on his 1952 return. 

Mr. White borrowed $100,000 from a bank to purchase municipal bonds having 
a redemption value of $90,000, which were then pledged as security for the 
loan. The interest paid on the loan for 1952 may be deducted. 

Mr. Big is the owner of a certain oil lease. The gross income for 1952 from 
the lease was $100,000 and expenses other than depletion aggregated 
$70,000. Percentage depletion of $27,500 is allowable since it is greater 
Hage cost depletion of $20,000 

Blue received dividends Siete: certain Canadian stocks upon which 15% 
ge idian income tax was withheld at source inasmuch as Blue is an 
American citizen. The Canadian income tax, like Federal income tax, 1s 
not deductible. 

Mr. Smart paid traffic violation fines totaling $100 in 1952. The full amount 
is deductible in computing net income. 

The garage on Mr. Doe’s Illinois residence was damaged in 1952 during a 
hailstorm. The original cost was $3,000. Its fair market value immedi- 
ately prior to the storm was $5,000 and was $1,000 thereafter. A casualty 
loss of $4,000 may be claimed by Mr. Doe. 


Pitts-Marvel Sales Corporation sells goods and accounts for such sales on the install- 
At the end of each year it takes up gross profit on these sales in the year(s) 
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of collection rather than in the year of sale and considers each collection to be composed 
of cost and gross profit elements. 
The balances of the control accounts for Installment contracts receivable at the 
beginning and end of 1952 were: 
January 1, 1952 December 31, 1952 





Installment contracts receivable—1950............ $ 24,020 — 
Installment contracts receivable—1951............ 344,460 $ 67,440 
Installment contracts receivable—1952............ — 410,090 


As collections are made, the company debits Cash and credits Installment contracts 
receivable. During 1952, upon default in payment by customers, the company repossessed 
merchandise having an estimated resale value of $1,700. The sales had been made in 1951 
for $5,400, and $3,200 had been collected prior to default. The company recorded the 
default and repossession by a debit to Inventory of repossessed merchandise and a credit 
to Installment contracts receivable—1951 for the uncollected balance. 

The company’s sales and cost of sales for the three years involved are summarized 
below: 











1950 1951 1952 
INEbiSSalGSs sata esac ace Mone ater $380,000 $432,000 $602,000 
Dene Obl SRR sui norieaanurmelaesie cia teeters 247,000 285,120 379,260 


Required: 

Prepare journal entries to record at December 31, 1952, the recognition of profits 
and any other adjustments arising from the above data. Give complete explana- 
tions in support of your entries. 

b Give one acceptable alternate method of handling the repossession and discuss 
the relative merits of it as compared to the method you used in a. 


3. [30] 
You are engaged in your second annual audit of Richardson’s Chemix, Inc., as of 
December 31, 1952. The company manufactures a single product, Chemix. 


One pound of basic raw material is required for the production of one pound of 
finished product. All production is completed at the close of each day. Other materials, 
in relatively minor quantities, are added at approximately the same rate as are direct labor 
and manufacturing overhead. For this reason, Miscellaneous materials used is included as 
part of overhead in Processing costs. 


For the purpose of monthly adjustment of the books and interim statements, processing 
unit cost is computed monthly at a predetermined percentage of average unit cost of basic 
materials. At the end of the year, finished product inventory valuation is adjusted to the 
average cost of basic material issued from stores plus actual processing costs. Inventories 
are carried at cost in the statements. 


In prior years the company shipped its product in non-returnable cardboard containers, 
but as of January 1, 1952, the management converted to new returnable metal containers 
which cost $6 each. These new containers average six deliveries each before being scrapped. 
To encourage return of the new containers, customers are billed $9 per container, credit 
for which amount is granted upon return of the container in good condition. Containers 
remain the property of the client, and billings for them are considered to be in the nature 
of customers’ deposits. 


Control accounts are maintained for the following profit and loss items: Processing 
costs, Selling and distribution expense, General and administrative expense, and Other 
additions and deductions. © 

Required: You are to prepare working papers that show in detail “Balance per books 
12/31/52,” “Audit Adjustments,” “Profit and Loss for Year,” and “Balance Sheet 
12/31/52.” (Separate work sheets may be prepared for Balance-Sheet accounts and for 
Profit and Loss accounts.) Key all audit adjustments and prepare formal journal entries 
that will provide a clear explanation for each of your adjustments. Also prepare schedules 
supporting your entries for Returnable containers, Finished product inventory and Federal 
income tax payable. 


Note: A summary of the ledger accounts showing the opening balance, transactions 
and book adjustments, and closing balance for each account follows. (There are no 
footing, extension, or posting errors in the following work sheets.) 
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RICHARDSON’S CHEMIN, INC. 
WORK SHEE! DECEMBER 31, 1952 
Per Books Transactions and Adjustments Per Books 
12/31/51 Per Books 12/31/52 
Debit Credit Debit Credit Debit Credit 
eR a5 cs acke nado senses anennstaes $103,500 ( 5) $1,775,560 (7) $1,760,490 
(12) 4,850 (11) 9,460 $ 113,960 
Accounts receivable—trade....... 70,000 (1) 1,711,006 ( 3) 96,000 
(5) 1,577,800 
( 6) 2,400 104,800 
Estimated uncollectible accounts $ 2,000 ( 6) 2,100 (10) 3,500 $ 3,400 
Finished product inventory...... 42,000 ( 4) 15,100 (2) 1,027,000 
(9) 1,071,000 
(19) 900 152,000 
Raw material inventory........ 38,500 ( 8) 741,500 (9) 714,000 66,000 
Miscellaneous materials inven- 
eT rey ere 8,000 (18) 11,025 19,025 
Returnable containers ......... ‘ ( 4) 48,000 C2 54,000 
( 8) 24,000 (17) 1,440 16,560 
Prepaid insurance ..........0.... 2,300 ( 8) 14,300 (14) 14,200 2,400 
Cash value of life insurance.... 3,500 (14) 400 3,900 
NAR Distributors, Inc. stock... ( 8) 23,000 
(21) 2,000 25,000 
DRE cuininicseasacBorsavvaseescness 10,000 10,000 
DENN coaches ruin eaten neens tis 100,000 ( 8) 120,000 220,000 
Accumulated depreciation—build 
MP Siang skuphnnwataees means 25,000 (15) 3,300 28,300 
Machinery and equipment...... 65,000 ( 8) 12,500 77,500 
Accumulated depreciation — ma- B 
chinery and equipment........ 35,000 (15) 8,050 43,050 
Vouchéra payable ...scssccscsees 31,000 (7) 1,760,490 (8) 1,768,965 
(20) 10,100 49,575 
Withheld and accrued taxes..... 4,940 (8) 88,320 ( 8) 73,400 
(16) 27,000 17,020 
Federal income tax payable..... 23,890 (8) 23,920 (22) 48,400 43,370 
Mortgage bonds payable ....... i 5) 197,760 197,760 
Capital stock (stated value $50).. 50,000 (13) 25,000 75,000 
Paid-in SUIPINE <2... 60656 ceccseeee 46,920 46,920 
Retained earnings ............-: 274,050 (13) 25,000 (21) 2,000 
(12) 100 251,150 
THOROUET BEDOK soci cccsctcieconsies (11) 9,460 (12) 4,750 4,710 
DDD heh wisneeneseashesestsaseesneey ( 3) 96,000 (1) 1,711,000 1,615,000 
Se Oe UNE ian s:dasusevessa teens ( 2) 1,081,000 ( 4) 63,100 
(17) 1,440 = (18) 11,025 
(20) 10,100 (19) 900 1,017,515 
Processing costs applied......... (9) 357,000 357,000 
PHOCESSINE COSTS occsccscecccssess ( 8) 310,825 
(14) 9,050 
(15) 10,000 339,875 
Selling and distribution expense ( 8) 302,000 
(14) 2,975 
(15) 550 305,525 
General and administrative ex- 
SEMEEO Gdwsaaceenvesrsssecvesencee ( 6) 300 
( 8) 177,000 
(14) 1,775 
(15) 800 
(16) 27,000 
(10) 3,500 210,375 
Other additions and deductions... ( 8) 5,000 5,000 
Federal income tax..........+-++- (22) 48,400 48,400 a 
$492,800 $492,800 $9,572,140 $9,572,140 $2,732,545 $2,732,545 
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[he following entries, as shown in the work sheet, summarize the transactions for 


the vear: 

( Accounts receiVanle—-Wlade .6..i dsc pccdeccusncecesecven 
Sales PT PP ee Te CTR RT ee Ce ee ee 

Sales~ Of Gheties .6 6c caceoeae ee tote $1,630,000 
Returnable containers—9,000 @ $9.00 81,000 
$1,711,000 

(2) GOStsOb Galea ee co ode tn cea ee lo eee ee ee 
Finished: Product WiVEMtOEW. 6.66 cic. ocaweweacadseucuse 
Returnable comiaiiers: « 5..+6ccccecsecssncondeteaeeucs 

To cost sales made during the year. 

(2) Sale ac er one car dlaa’s ace eceeiee wise pine mine carer sires 

Accounts receivable—trade ...0.5..csecscccccctcceses 
Sales retucns<. CHEM N cccsceccccvse 24,000 
Containers returned—8,000 @ $9....... 72,000 

$96,000 

(4) Finished’ ‘product “wiventorye<.<.<idsc% «canes ciaceeitosiane< 
Meetiien ile COmtaINOLS. © <6.:<-ce corns vewanietlesietaeeeeses 
CORE its CH ea esis asa ermreravele le Men elemeeeemed 

To restore returns to inventory. 

(5) Cag..<.c.c sad reece cute wate ne oa Raw eee Seen ee eRe eae 
Accounts receivable—trade) «6. fein ccccascvtecssacses 
Mortgage: Bonds payables. .c8ssss.ctiensossecncensncs 

Receipts from customers on account and the net 
proceeds of a 20-year, 5% bond issue, dated 7/1/52, 
interest payable each January 1 and July 1. Entire 
issue was sold on 10/1/52 at 99, plus accrued inter- 
est. Costs of issue of $2,740 were paid. 

(6) Estimated uncollectible accounts, 2. 6iciisccc cc esc cece 
General and administrative expense.............-.e0e- 
Accounts recetvable—ttade: < é<. 6.6.2 s.cscsciswccwoss zee 

To write off accounts proved uncollectible: 1951 
sales, $2,100; 1952 sales, $300. 
7) Vouchers payable ..... EE OEE. ER TN re ET 

CBG ao wscrcio ie abso sreteiet Sind athe erayaeruiera seam go etanemineraaa 
To record payments of vouchers. 

(8) Raw material inventory... .........6-eeeeeeeeeeee ee eeeee 
Returnable containers ...........seeeeeeeeeee ees eeecees 
PHONAIE 1SUEANCE 6 os os cs sc csiseeaeseacteeereneenemeees 
NAR Distributors, Inc. stock (1,000 shares)............ 
Processing costs (salaries and wages, miscellaneous 

MATERIAIS. GLOIN Me syeawic hares emcee Ce cEh Cone Cree ceeeeen 
Selling and distribution expense (salaries, etc.).......... 
General and administrative expense (Salaries, etc.)...... 
Other additions and deductions (interest).............. 
Withheld ang AcChied taMeS. «5.55 ssc csiveesscsaeveenges 
Federal income: tax Da Vvaulescc.b.ccuice cccinsacioeesicceeecses 
USHA, eo macce cixialaoree ctote aw wis errs Rds dclem cae aw secee ears 
Machiviery and COURIER ccc ncseccwegecctodesesemeans 

Withheld and accrued taxes............ maw aceers ek 

WOHEHEES UAVADIO. «ccs 0cu.cesc scoad se ucoessaeaaceteaeds 


1954 
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73,400 
1,768,965 
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Per voucher register. The vouchers charged to 
Building were for construction of a factory exten- 
sion completed in November. Those charged to 
Machinery and Equipment were for machinery in- 
stalled in the factory extension. The contract price 
for the machinery was $52,500, payable $10,000 
down and the balance in 17 monthly installments 
of $2,500 each payable the 10th of each month. 


(O) Panished) PLOCUCE SHIVENTORY 5.0 os i4.5:0. 00.04 sieredisisinn, cateeen weeds $1,071,000 
RAW -MMALETIOIS ANVERLOLY oics6c6iis seco wiaw vee wel dee celea% 
Processing costs applied Pee Ce Teer ee TS ee er es 
For cost of completed production. 
(10) General and administrative expense..............eeeeeeee 3,500 
Estimated ‘uncollectible accounts..........0200.0seee0ee 
To record provision for bad debts. The treasurer 
and credit manager reviewed the accounts and 
decided that $3,500 were doubtful. You later 
reviewed the accounts with them and agreed with 
their evaluation. 
CE CRUE URINE | 6.500.506. 5'6 s0:8 Sek eae Oennesee a enoaaie Rares 9,460 
RES da oles ait did Grea isdn rae wie ket & SAGAR Ia areata Rays Paaaee aout 
Purchase of 100 shares: 
Sept. 16—40 @ 94 
Nov. 2—60 @ 95 
SO RAGRE: Sse canned tas ae Kegon Dae hse 498 b4 ROMAN ACHES EASE SERS 4,850 
DRA OROI . o:50:6 9805 8 090s HAUSE Sk SOHO KHRAELCE ES 
PAS OIE AN NINES 65505 5 a hide Ge ines aa amree al edtawheaata BOs 
Sale of 50 shares purchased November 2. 
CED TS eo rttecUe ec) (i ere 25,000 
CAMIAIORUIOK. - ocisawaseaoiesy ea4s ken so edmae eaten dade 
Net entry for declaration and issue of 500 shares as 
a 50% stock dividend in July. 

al) ashi valtie snk Mibe  RTAN CES... os6ce 50 0268s ore ss o-ore'a dines wiatorers 400 
Ree AE i 3.5 5 bess rao inns ais aud ota EO oes aes ee wl 9,050 
Selling and distribution expense..............eeeee cece 2,975 
General and administrative expense...........eeeeceeeees 1,775 

PPOPAUT ANSUTANCE 6isikie esses avesew Oe is, ciglanare SBIR 21S Gals 
To amortize insurance per register and to set up 
portion of $500 premium for increase in cash sur- 
render value of life policy. 

(DD OEE IEEE. 5 oc. cin wwian ease nyns eee we eueee es tee aes 10,000 
Selling and distribution expense.............cccccececes 550 
General and administrative expense.............eeeeee-s 800 

Accumulated depreciation—building .................. 

Accumulated depreciation—machinery and equipment... 
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The 116th New York Certified Public Accountant Examination 


To tecord depreciation charges, per schedule: 


Office & 
General 











Annual 
Asset Rate Cost Processing Selling 
Building 2Y% $100,000 $ 2,250 $150 
Bldg. Ext. 4% 120,000 800 
M & E 12% 65,000 6,700 
M&E 12% 12,500 250 
$10,000 $550 
(16) General and administrative CXPENSEK ub. UE 
Withheld ‘and: acertiéd taXéSocs.c....cs.occhacs eeee meee 


For accrual of employer’s share of payroll taxes at 
414% of total payrolls: 


Baclony 36 oo aoe cco euderceew ees $250,000 

Selling and distribution............. 250,000 

General and administrative......... 100,000 

(i7) ‘Cost (Of “SAMS oe sw ogo i coon cd cde uel wlecnte ence mer teens 
Retiirriable <cOMmtamiens: 2...5.o066s nndddecsselienneee nad 


Net inventory adjustment : 

Of the 1,000 containers not returned, salesmen 
reported that customers had only 800 on hand at 
December 31, of which 300 had been used but 
once and 500 of which were not returnable as 
they were being used as mixing pots. 

The inventory record indicates 3,000 on hand at 
the plant on December 31, but a physical count 
showed only 2,940 (940 new; 2,000, 50% used). 


Containers with customers............ 300 

Less—plant adjustment .............. 60 

Net adjustment at $6 each............ 240 

(18) Miscellaneous material inventory...........eccsesccceces 
SECT GRING Seg cos aes tiara as dae onlin db lera eee ee 


To adjust to physical inventory at 12/31/52. 


(19): Finished) product inventory: «83s sineadocwes ewes cowameats 
CORetGh sare s i tie Sas others gee ianie een tad 

To adjust value of 100,000 Ibs. in inven- 

tory at December 31, to a unit cost of 








GENS NOOR. lies oo oc acinceentncese ves $152,000 
Balance pec léd@er.....06 5.5 ccccas cs. 151,100 
POASGSHMONE oS xn 5.00 nee comune $ 900 

Material issue cost per perpetual inventory 
MOCOLUS cores’ ociclocaesiaiea rae anes $1.02 

Actual processing cast $330,000 divided by 
660,000 Ibs. sold in 1952. .........0:. 50 
$1.52 
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$100 
700 
$800 
27,000 
$  27,00C 
1,440 
1,440 
11,025 
11,025 
900 
900 
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fo) MSOSE HOE PSRICS ie koki6s dows oie bd ae ewes slule ieee sidleeesiels seule $ 10,100 
MRIEROLE 2 ARAMA NOY 15.0 515,04 igi a icteelee emiioinieicieson See wares $ 10,100 


To record liability for 10,000 Ibs. of raw material 
in transit at December 31 @ $1.01 per Ib. 


CEL PPA ee DIBiTIOMtONS, “MC. USEOCK 64 gasses ecco es eiowcecdnina 2,000 
UOC Le 1 Ls 4 ai So 2,000 
To adjust to quoted bid prices at 12/31/52. 


See IRE AL SNCGINE BAT. os 66a a ewin So dslcreie sods Rees Senlns 48,400 
MeOGCtal SOGHIE LAK CDAVAUIC. saisisisoircsceccestonsandas 48,400 
To record estimated tax for 1952 
Net income per books before F I tax $103,710 


Combined normal tax and surtax: 


52% of $103,710...... $53,929.20 
BOSS) owns hee saws ain 5,500.00 
Computed tax .... $48,429.20 


Additional data: 


a The accrued payroll tax liability recorded by the client included tax on the 
following exempt payroll: factory $30,000; selling $70,000; general $40,000 


b All tax rates used by client may be considered as correct. State franchise, state 
income tax and Federal excess profits taxes are to be ignored. 


c A summary of transactions from the perpetual inventory records for raw materials 











follows: 
Average 
Pounds Amount’ Unit Price 
oN ee ae Ud Sy ae 35,000 $ 38,500 $1.10 
PINON a 5 ot Shs tare’ so dae aaR eens 731,000 741,500 1.014 
Total AVAUADIe isk oss. crosiess sadisle 766,000 $780,000 $1.018 
Issued for processing................. 700,000 714,000 1.02 
EEL el eaten bo A) Fy Sl i a are ee 66,000 $ 66,000 $1.00 











d Of the 12/31/52 balance of accounts receivable, $9,000 was for containers. You 
have discussed with the client the accounting treatment accorded esac 
containers and have reached agreement with the client that, since the contair 
remain the property of the company, billings for them should not be taken up in 
Sales. In this discussion you have suggested alternate ways of treating cont: ine 
losses and amortization in the income statement. For reasons which you accept 
as valid, the client has now decided to charge container losses and amortization 
to Selling and distribution expense and to apply as a reduction of this expense 
any gains on containers not returned. 


e Your review of the minutes book reveals that the directors intended to freeze 
$50,000 of retained earnings by means of the 50% stock dividend recorded 
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Conducted by BENJAMIN Harrow, C.P.A. 


Proposed New Internal 

Revenue Code 

The House Ways and Means Com- 
mittee is presently engaged in rewrit- 
ing the Internal Revenue Code, a codi- 
fication of the tax laws which has been 
in effect since February 10, 1939. 
Since that date there have, of course, 
been numerous amendments to the 
Code. The contemplated revision is a 
major operation recommended by the 
President as a thorough revision of the 
whole tax system, and will take the 
form of a new Internal Revenue Code. 
It is bound to have a palpable impact 
on the New York State Income Tax 
law, since our Legislature and the 
State Tax Commission will doubtless 
also consider making some of the 
changes. ; 

The Ways and Means Committee 
has already released quite a number of 
proposed changes that have been 





BENJAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928. He is a Professor of Law at 
St. John’s University. 

Mr. Harrow has been a member 
of the American Institute of Ac- 
countants since 1922 and is a mem- 
ber of the New York Bar. He is 
a past Vice-President of the Society 
and is now serving on the Society’s 
Committees on Awards and Publi- 
cations. He is a past Chairman of 
its Committee on State Taxation. 
He is also a member of the 
Institute’s Committee on Federal 
Taxation. 

Mr. Harrow is engaged in prac- 
tice as a certified public accountant 
and attorney in his own office in 
New York City. 
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adopted by the Committee on a tenta- 
tive basis. Most of the proposals will 
probably become law, subject to pos- 
sible changes after the Senate con- 
siders the new Code. Because of our 
interest in the new developments, we 
shall consider a few of the proposed 
changes, particularly in the light of the 
New York law and the possibility of 
changes to conform with the Federal 
law. 

Taxation of Dividends 

For years, taxpayers have agitated 
for the elimination in whole or in part 
of the tax on dividend income. To the 
taxpayer there was a serious inequity 
in subjecting such income to double 
taxation, first as part of corporate in- 
come and again as income to the 
stockholder. A new and unique pro- 
posal looking to the elimination of the 
double taxation of corporate dividends 
has been approved by the Ways and 
Means Committee. It is stated to be 
only a first step and takes the form in 
part of an exclusion from income, and 
in part of a credit against the tax. 
$50 of dividend income is excluded 
for the taxable year ending after July 
31, 1954, and before August 1, 1955, 
and $100 of dividend income is ex- 
cluded in subsequent taxable years. In 
addition to this, a credit against the 
tax of 5% is provided for dividends 
in excess of the exclusion received 
after July 31, 1954, and before August 
1, 1955; with the credit increased to 
10% for dividend income received 
thereafter. 

Under New York law, a business 
corporation is not taxed on dividends 
received from subsidiary companies 
and it is taxed only on 50% of divi- 
dends received from other corpora- 
tions. Under Federal law, a corpora- 
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tion is not taxed on 85% of dividends 
received. Dividends received by stock- 
holders are of course part of gross 
income fully subject to income tax. 
Presumably, the State will also seek 
to provide some method of ameliorat- 
ing the impact of double taxation of 
dividends. 


Annuities and Life Insurance 

Contracts 

Under the present law, federal and 
state, 3% of the cost of an annuity is 
includible as gross income. Payments 
in excess of three percent are ex- 
cluded until the total amounts ex- 
cluded equal the cost of the annuity. 
Thereafter, all annuity payments are 
taxable in full. Taxpayers have con- 
sidered this treatment inequitable, first 
because the arbitrary rate of 3% is 
unrealistic, and, second, because the 
taxpayer may not recover his cost dur- 
ing his lifetime. 

Under the new proposal the annual 
exclusion will equal the cost of the an- 
nuity to the taxpayer divided by his 
life expectancy at the time the annuity 
payments start. This exclusion will 
remain fixed even though the taxpayer 
lives beyond his life expectancy. 

A different provision is made for 
employee annuities, if the amounts 
payable to the employee in the first 
three vears equal or exceed the em- 
ployee’s cost. In such cases, the entire 
annuity received will be excluded until 
the employee has recovered his cost, 
and after that the annuity payment 
will be taxable in full. 

In the case of joint and survivor 
annuities the annual exclusion is to be 
spread over the combined life expect- 
ancy of the annuitants. 

The new proposal will become effec- 
tive as of January 1, 1954. Life ex- 
pectaney will be determined as of that 
date. The cost to be recovered tax-free 
will be reduced by any amounts already 
received tax-free under the present 
3% rule. The new proposal will also 
be applied to paid-up life insurance 
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contracts, under which a policyholder 
elects, within 60 days after he has the 
right to receive a lump sum, to receive 
installment payments instead. The 
policyholder will not be taxed as if he 
had received the face amount of the 
policy, as he is under the present law. 
Instead the Committee has approved 
a provision that the tax shall be no 
greater than if one-third of the tax- 
able portion of the lump sum had been 
received in the current year and one- 
third in each of the prior two years. 
This manner of treating proceeds of 
an annuity, endowment or life insur- 
ance contract received in one lump 
sum is like the treatment of compensa- 
tion received in one year covering ser- 
vices performed over a period of 36 
months. 

The new provisions could very well 
be adopted by the State and possibly 
will be the basis for future changes in 
the State law. 


Employee Death Benefits 

Under present law, death benefits 
paid to a deceased employee’s benefi- 
ciaries to the extent of $5,000 from 
any one employer are excluded from 
gross income. The Ways and Means 
Committee has adopted a_ provision 
that this exclusion be limited to $5,000 
with respect to. any one employee. 
Under present law an employee who 
had more than one employer could re- 
ceive more than one $5,000 exclusion. 

Furthermore, this exclusion now ap- 
plies only where the employer has 
contracted to pay the benefit. The new 
provision eliminates the requirement 
of a prior contract. As a matter of 
fact, the exclusion is not available if 
the employee has a_non-forfeitable 
right to the benefits before death. If 
annuities or pensions are payable to 
a deceased employee’s beneficiaries, 
$5,000 may be added to the employee's 
consideration for the annuity. This 
$5,000 will be recoverable tax-free. 

The 1953 New York Legislature 
introduced a provision similar to the 


(Continued on page 285) 
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Accounting at the S. E. C. 








Conducted by Louis H. Rappaport, C.P.A. 


SEC Dismisses Proceeding Against Accountants 


Like many other government com- 
missions, the SEC has Rules of Prac- 
tice. Rule II(e) provides that the 
Commission may disqualify and deny, 
temporarily or permanently, the privi- 
lege of appearing or practicing before 
it to any person who is found by the 
Commission to be lacking in character 
or integrity or to have engaged in 
improper professional conduct. Pro- 
ceedings under this rule are usually 
private. Ordinarily the first public 
indication of proceedings under the 
rule is when the Commission makes 
known its findings. 

The SEC on February 19, 1954, 
published its findings in a proceeding 
under Rule II(e) to determine 
whether a certified public accountant 
should be denied the privilege of prac- 
ticing before the Commission. The in- 
formation published by the Commis- 
sion was in the form of Release No. 
77 of its Accounting Series. The 
release is very brief and, in our view, 
raises a number of questions. 


The Commission reported that the 
accountant involved in this case had 
certified financial statements of a 
broker-dealer filed under the Securities 
Exchange Act of 1934. Neither the 
broker-dealer nor the accountant is 
identified by name. 

The broker-dealer was a partnership 
engaged principally in the commodities 
brokerage business and had one branch 
office which was managed by a junior 





Lovis H. Rappaport, C.P.A., is 
a partner in the firm of Lybrand, 
Ross Bros. & Montgomery, C.P.A.’s. 
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partner. After consulting with the 
senior partners of the broker-dealer 
firm, the accountant decided that it 
would not be necessary to visit and 
audit the branch office in order pro- 
perly to audit the firm’s financial 
statements because of “their” belief 
that all of the assets and the liabilities 
of the branch office were reflected in 
the books of the principal office and 
were susceptible to verification at the 
latter office. (We assume that this 
was the belief of the senior partners, 
and that the accountant did not dis- 
agree. ) 

3ecause the identities of the broker- 
dealer and the accountant have not 
been revealed, we have not seen the 
certificate of the accountant. The SEC, 
however, in its release says that “the 
accountant qualified the opinion ex- 
pressed in the certificate, that the 
financial statements fairly presented 
the financial position of the broker- 
dealer, with the statement that its 
examination of the branch office was 
‘limited to a verification of recorded 
assets and liabilities’. (This appears 
to have been a qualification as to scope, 
which may, however, have been re- 
ferred to in the opinion paragraph of 
the accountant’s report.) 

The senior partners in the broker- 
dealer firm discovered that the junior 
partner operating the branch office had 
reported fictitious purchases, sales 
and profits in commodities to the prin- 
cipal office, thereby resulting in an 
overstatement of the broker-dealer’s 
assets and the falsity of its financial 
statements. 

The “qualification” in the account- 
ant’s certificate as to the scope of his 
examination appeared in the financial 
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reports filed with both the New York 
Stock Exchange and the SEC for the 
years 1947 through 1951 and, accord- 
ing to the SEC, “neither the Exchange 
nor the Commission’s staff made any 
comment thereon”. 


The accountants sent confirmation 
forms to customers having open bal- 
ances according to the broker-dealer’s 
books and, although a high percentage 
of such forms was returned, none was 
received challenging the accuracy of 
the stated balances. The local bank 
used by the branch office confirmed 
certain liabilities and an account of the 
broker-dealer firm but, said the SEC, 
“such confirmation did not include in- 
formation as to an account of the 
junior partner in that bank which was 
carried in his own name but was used 
in connection with the firm’s trans- 
actions.” 

Apparently the hearings did not 
establish whether examination of the 
branch office would necessarily have 
resulted in discovery of the fictitious 
transactions. It appeared to the SEC, 
however, that an investigation of the 
junior partner’s bank account would 
have led to such discovery. The local 


bank denied that it was under a duty 
to report information in its possession 
concerning the junior partner’s bank 
account to the accountant. The Com- 
mission said it recognized that the 
accountant did not receive such in- 
formation and that fact contributed in 
considerable measure to the failure to 
discover the existence of the fictitious 
transactions. (Is the SEC suggesting 
that the accountant should have in- 
quired into the personal accounts of 
partners? Does the SEC believe that 
the bank is under a duty to disclose in- 
formation not specifically requested ?) 

The Commission was of the opinion 
that while more thorough auditing pro- 
cedures might have resulted in the 
discovery of the fictitious transactions, 
the record in this case did not disclose 
a lack of the requisite qualifications, 
or a lack ot integrity, or improper 
professional conduct, and accordingly 
the proceedings against the accountant 
were dismissed. The Commission’s re- 
lease would have been more helpful 
to those who practice before the SEC 
if it had explicitly stated what addi- 
tional auditing procedures the SEC 
believed should have been followed by 
the accountant. 
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Office and Staff Management 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 
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Conducted by Max Biock, C.P.A. 


Improving Retainer Fees 


Annual retainers are a common fee 
arrangement for accountants, particu- 
larly where interim audits are per- 
formed. However, retainers generally 
involve an element of speculation 
which can be at one time disadvan- 
tageous to the client and at another 
unfair to the accountant. The account- 
ant tries to bring the amount to a level 
that will provide a cushion for con- 
tingencies, and may thereby make his 
retainer excessive. But the client, to 
the contrary, attempts to lower the fee 
to reduce his costs, sometimes creating 
an inequitable situation for the ac- 
countant. 


Even if a retainer is based on prior 
years’ experience, there is no assurance 
that an inequity to the accountant can- 
not develop in a future year. It is 
professionally offensive that personal 
services of an unlimited amount should 
be offered for a limited fee. Moreover, 
businessmen do not so sell their wares. 
Nevertheless, the retainer arrangement 
is one that is probably here to stay and 
must be lived with. Sorhe ways and 
means of reducing the adverse effects 
are here discussed. 





Max Brock, C.P:A. (N. Y., Pa.) 
is a former chairman of the Com- 
mittee on Administration of Ac- 
countants’ Practice of the New York 
State Society of Certified Public 
Accountants. He is a lecturer at 
The City College of New York in 
the graduate course on Accounting 
Practice. Mr. Block is a member of 
the firm of Anchin, Block & Anchin. 
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What should be included 
in the retainer? 


By limiting the retainer services 
only to those that properly lend them- 
selves to such an arrangement, other 
types of services would therefore be 
subject to billing. The accountant 
should be careful to point out that a 
retainer scope, in principle, encom- 
passes only such services as are 
reasonably predictable as to effort 
involved and are regular in occurrence 


Based on the above definition of re- 
tainer services, the following activities 
could, for example, be omitted and be 
subject to extra charges: 


1. Tax examinations—because the effort 
is not predictable. 


2, Conferences with clients on non-routine 
matters and such as are not connected 
with the regular operations of the 
business—because such conferences are 
unpredictable as to occurrence and time 
requirement, and their importance and 
value should be given consideration. 
What is “routine” is a matter to be 
worked out between the accountant and 
the client and, admittedly, is not an 
easy matier. Yet we cannot escape it 
unless we just yield by default. 


3. Special services, such as investigations, 
system work, cost work, etc.—because 
such services are unpredictable as to 
occurrence, time, and effort involved 
and because such services are deserving 
of extra consideration. 


It does not follow that an accountant 
should, in every instance, make a 
charge for services outside of the 
retainer scope. He should have that 
right, and exercise it according to his 
judgment and in the light of all sur- 
rounding circumstances. 
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Reducing adverse effects 


1. Minimum - Maximum retainer 
plan: 

In place of one rigid ceiling, two 
may be included in the arrangement. 
This plan calls for a minimum fee of 
X dollars with provision for increase 
up to Y dollars if warranted by in- 
creased time requirements due to con- 
ditions not within the accountant’s 
control. Thus the inflexibility is re- 
duced and the client can still predict 
the approximate service cost for the 
ensuing year. 

2. Renegotiation plan: 

The idea that a client should be able 
or willing to capitalize on an account- 
ant’s inability to guess right for a year 
in advance is offensive and unconscion- 
able. It is inconsistent with the import- 
ance and confidential nature of the 
association. lor that reason it should 
be understood in advance that the fee 
is subject to renegotiation, upwards 
or downwards, in the event of substan- 
tial difference in time and _ effort 
involved in relation to what was con- 
templated in the retainer estimate. 
This may be tantamount to a per diem 
rate arrangement, which is not an 
undesirable one. 


3. Time limitation plan: 


Time limitations may be a means of 
arresting an adverse trend before it 
becomes too damaging to the account- 
ant. This may be particularly useful 
with respect to the time of principals 

-partners or individual practitioners, 
and staff experts. The arrangement 
might provide for revision of the 
retainer when the maximum time limit 
is reached. This plan is helpful in 
avoiding needless diversions of time. 

4. Specify the retainer services: 

If the retainer scope is written out, 
services in excess of those specified 
automatically become billable. Thus, if 
the monthly audits call for 12 senior 
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days a year and 24 junior days, a 
definite basis exists. A definition of 
what is “routine” might even be 
written out, as a guide for future 
determinations. 


Personality and other aspects 


Human relations do not conform to 
rigid rules. lee negotiations will con- 
tinue to be problems indefinitely. The 
generosity of a fee depends, on the 
one hand, on the nature and capacity 
of the client, and, on the other hand, 
on the personal traits of the account- 
ant, his own status, experience, com- 
petence, sales ability, and his profes- 
sional concepts. Sound and adequate 
preparation for a fee discussion will 
inevitably lead to a better arrangement. 

Expressions of views on retainer 
arrangements, and experiences, are 
solicited from readers. Communica- 
tions of general interest will be pub- 


‘lished, with or without acknowledg- 


ment of the source as specified by the 
writer. 


Management Services 


The role of the public accountant as 
an adjunct of business management 
has been a pet project of the writer 
of this column for many years. In- 
creasing recognition has been given to 
this subject over the years. An im- 
portant, forward-looking step is being 
taken by the American Institute of 
Accountants by the organization of a 
committee to study the subject in all 
of its ramifications. The Institute’s 
news letter (March, 1954) describes 
its project as follows: 

“A new committee on management services 

by CPAs has been appointed by AIA 

President Arthur B. Foye. Headed by 

Harold A. Mock of Boston, it wil! hold 

its first meeting in Washington, D. C,, 

March 19 and 20. 

Duties of the nine-man committee will 

be to explore the extent of management 

services rendered by CPAs; outline the 
contents of a publication to guide practi- 

tioners in this area; and recommend a 

procedure for preparation and production 

of the publication. 
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Questions to be considered will include 
what advisory services CPAs are equipped 
to handle, how accounting relates to man- 
agement decision, how a CPA should pre- 
pare himself for management services, 
what are reasonable standards of per- 
formance in this field, and what is a 
reasonable compensation for advisory 
service.” 


This committee’s proposals could 
have a profound effect on the scope 
of the certified public accountant’s 
services, and its conclusions should be 
eagerly awaited and carefully con- 
sidered by all practitioners. 


O ffice and Staff Management 





Extensions of Time for Filing 
Corporate Tax Returns 


The Commissioner of Internal 
Revenue has promulgated a most 
generous ruling regarding extensions 
for filing income tax returns. Merely 
by filing Form 7004, signed either by 
the taxpaper or his accountant, an 
extension for 90 days is automatically 
granted. 

Accountants should recognize that 
they have been granted a privilege— 
that its preservation depends on their 
actions in avoiding abuses. 
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(Continued from page 280) 


present federal rule. This was effec 
tive beginning on or after January 1, 
1952. The new proposals will prob- 
ably be followed by the State. 


Deduction for Depreciation 

It seems to be the desire of tax- 
payers to take a maximum deduction 
for depreciation as rapidly as possible. 
The basis for depreciation generally is 
cost, and the period over which cost 
can be charged off is the life of the 
asset. The Ways and Méans Com- 
mittee has introduced a method of ac- 
celerating the depreciation deduction 
over the life of the asset. Generally, 
taxpayers use a straight-line method 
of computing depreciatron. The Com- 
mittee suggests that the declining- 
balance methed be used, and provides 
further that the maximum deduction 
under this method may be twice the 
amount available under the straight- 
line method. Under this method about 
73 of the cost of an asset will be de- 
preciated during the first half of its 
life. The declining balance method will 
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apply only to property acquired or 
constructed after December 31, 1953. 

The Committee also proposed that 
taxpayers may enter. into written 
agreements with the Internal Revenue 
Service with respect to the useful life 
and rate of depreciation for assets. 
Such agreements may be modified by 
the presentation of facts and circum- 
stances not taken into account at the 
time the agreement was made and will 
be effective prospectively. 

Another change provides that unless 
the life of an asset as determined by 
the Internal Revenue Service differs 
by more than 10% from the life used 
by the taxpayer, the taxpayer’s rate of 
depreciation is to be accepted. 

Article 175 of the New York State 
Income Tax Regulations permits the 
use of a declining-balance method for 
determining amounts to be deducted 
annually for depreciation. It does not, 
however, presently provide for doub- 
ling the rate available under a straight- 
line method. 
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Conducted by SAMUEL S. Ress 


Unemployment Insurance: Rights to Benefits—When to Contest a Claim 


Benefits are payable to claimants 
who meet the requirements set forth 
in the law. The filing of a valid 
original claim by an unemployed in- 
dividual is a primary requisite. It is 
of importance to know the conditions 
that result in the suspension, disqual- 
ification, or reduction of benefits. 
Employers’ experience rates may be 
adversely affected by unwarranted 
benefit payments. An employer’s re- 
quest to deny benefits must be made 
promptly. The purpose of the condi- 
tions precedent to the payment of 
benefits is to limit payments only to 
bona fide applicants. The conditions 
that must be met by a claimant, and 
of interest to the employer whose ac- 
count will be charged are: 


1. The claimant must be able and 
willing to work after having suffered 
a real loss of employment. 

2. The claimant’s right to receive 
benefits must not be suspended be- 
cause of loss of employment due to an 
industrial controversy or misconduct. 
ach suspension runs for 7 weeks 
beginning with the day after the 
claimant lost his employment. No 
registration for benefits is necessary 
when benefits are suspended for the 
foregoing reasons. However should 





SAMUEL S. Ress has been an As- 
sociate Member of our Society since 
1936, and is also a member of the 
Bar. He has specialized in the pay- 
roll tax field since the inception of 
this type of legislation in 1936. 

Dr. Ress is Vice Chairman of the 
Society’s Committee on Labor and 
Management and a member of its 
Committee on State Taxation. 
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the suspended claimant register for 
benefits during the suspension period, 
the employer should notify the local 
unemployment insurance office that the 
loss of employment was due to mis- 
conduct or industrial controversy. 

As to what is or is not an industrial 
controversy or misconduct that may 
result in suspension of benefits has 
been the subject of thousands of cases. 


3. An individual who applies for 
benefits and then refuses suitable em- 
ployment is subject to an indefinite 
disqualification period. This period 
does not expire until after he has in- 
dicated his reentry into the labor mar- 
ket by obtaining another job or demon- 
strating to the Division of Employ- 
ment that he is ready, able and willing 
to work. Disqualified claimants must 
register and serve the required disqual- 
ification period following their regis- 
tration for benefits. A claimant who 
quit his job voluntarily without good 
cause is required to register for bene- 
fits so that the. six-weeks disqualifica- 
tion period can run, following which 
he is permitted to file a valid original 
claim. 


4. Members of another group of 
claimants may have their Unemploy- 
ment Insurance Benefit claims reduced 
as punishment for having wilfully 
misrepresented to the Unemployment 
Insurance Division that they were 
entitled to Unemployment Insurance 
benefits. 


5. A claimant must be fully insured. 
To be considered as such, he must 
have worked in at least twenty weeks 
of employment in which his average 
weekly remuneration was at least 
$15.00 per week. 


April 
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Payroll Tax Notes 


Partial Unemployment Benefits 

The law also provides for payment 
of partial Unemployment Insurance 
benefits under certain conditions. 
When an individual files a claim for 
Unemployment Insurance benefits, the 
Industrial Commissioner will corre 
spond with the principal employer of 
the claimant. The principal employer 
is the claimant’s last employer by 
whom he was employed for at least 20 
weeks. However, if a claimant did not 
have 20 weeks employment with any 
one employer during the preceding 52 
weeks, then the Commissioner must 
send requests for wage information 
to all the employers by whom the 
claimant had been employed during the 
52-week period immediately prior to 
his application for benefits. All those 
employers must reply on pain of re- 
ceiving $10.00 Request Report Penal- 
ties for non-compliance. 


Industrial Misconduct 
in Unemployment Insurance 


A recent court decision sets forth 
the conditions under which a suspen- 
sion of benefits because of ‘industrial 
misconduct”’ applies. 

The following are not considered 
misconduct for Unemployment Insur- 
ance purposes : 

1. Mere inefficiency. 

2. Unsatisfactory conduct 

3. Failure in good performance as a result 
of inability or incapability. 

4. Inadvertency or ordinary fiegligence in 
isolated instances. 


5. Good-faith errors in judgment or dis- 
cretion. 


The following actions on the part of 
an employee constitutes industrial mis- 
conduct :* 


1. Deliberate violations or disregard of 
standards of behavior which the em- 
ployer has the right to expect of his 
employee. 

Carelessness or negligence of such de- 

gree or recurrence as to manifest equal 

culpability, wrongful intent or evil 
design. 

3. Carelessness or negligence of such de- 
gree or recurrence as to show an inten- 
tional and substantial disregard of the 
employers interests. 


ie) 


4. Carelessness or negligence of such de- 
gree or recurrence as to show in inten- 
tional and substantial disregard of the 
employee's duties and obligations to his 
employer. 


There may be other additional con- 
ditions which reflect misconduct , be- 
sides those indicated above. 

In contesting claims for benefits, 
employers or their representatives 
should see whether or not the claim 
can be contested on the basis of any 
of the preceding principles. If the 
alleged misconduct of the employee 
does not fit into the categories de- 
scribed above, then the employer may 
jeopardize the ten or twenty-five dollar 
deposit that he must post should he 
desire to oppose a payment of benefits 
to a former employee who was laid off 
because of industrial misconduct or for 
any of the other reasons outlined 
above. 


1954 
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To the Editor of The New York 
Certified Public Accountant: 


Six years ago you published in your 
January (1948) issue an article in 
which I suggested that corporate 
reports might be made more valuable 
(without any change in the concept of 
income reflected in them) by disting- 
uishing between that Part of income 
which represented gain measured in 
units of the same purchasing power, 
and the remainder which was brought 
into account by the combination of 
accounting conventions and price in- 
flation. While this sub-division could 
not be made precisely, it could be made 
within the limits of accuracy normally 
attained in accounting determinations, 
e.g. in depreciation accounting. 

This January your Journal contains 
an article warning, in the name of 
tradition and objectivity against any 
profanation of the mysteries of the 
accounting art. The writer urges that 
accounting should continue to be a 
process of matching specified costs 
against bargain- determined sales prices 

which, in fact, it ceased to be long 
ago when ordinary business came to be 
conducted by corporations having a 
perpetual life and making annual re- 
ports. When this happened, venture 
accounting, with some _ exceptions, 
notably voyage accounting, gave way 
to period-income accounting. 

No doubt business income is still an 
excess of revenues over but as 
[ said in an amplification of my re 
marks at the Sixth International Con 
gress, which was published in The 
Accountant of October 18, 1952 

“What accounting is concerned with in 
income determination is not a group of 
specific costs readily identifiable with 


cost, 


revenue, but a pool of costs. In this pool’ 
there may be actual costs and_ standard 
(or ought-to) costs; costs of tangibles) 
and costs of intangibles; costs incurred? 
in money and costs conventionally attri- 
buted to property acquired by the issue® 
of securities; production costs and period] 
costs; original costs and costs of replace- 
ment} direct costs and indirect  costs;7 
fixed costs and variable costs; past costs” 
and expected future costs; costs that are” 
in excess of market and costs that are” 
less than market, etc. and many hybrids.” 


If accounting were in fact deter-7 
mined as the writer in question sug-7 
gests, accounting would be less, not] 
more, subjective than it is today. For 
the power of management to influence 
income determination by subjectively 
deciding whether transactions should 
or should not be entered into, and if so 
in what precise form would be in 
creased. The cost or market rule 
(which has a longer history than the 
“traditions” of which the article 
speaks) puts a major limitation on 
such possibilities. 

It is gratifying to see that the 
Society of Accountants and Auditors 
in England and the Institute of 
Chartered Accountants in Scotland 
have taken a forward step and ap- 
proved income determinations which 
would take into account changes in the 
purchasing power of the monetary 
unit with appropriate disclosure. 

Cannot we in America consider the 
question whether changes in_ price 
levels have made changes in account 
ing desirable upon its merits rather 
than on the basis of traditions which 
are conventional, selective and over- 
simplified, if indeed they are traditions 
at all? 


GEORGE QO. May 


Southport, Connecticut 
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